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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide CPAs with an overview of recent economic, industry, regulatory,
and professional developments that may affect the audits and other engagements they perform.
This publication is an Other Auditing Publication as defined in Statement on Auditing Standards (SAS) No. 1, Codification of Auditing
Standard and Procedures (AICPA, Professional Standards, vol. 1, AU sec.
150, “Generally Accepted Auditing Standards”). Other Auditing Publications have no authoritative status; however, they may help the auditor
understand and apply SASs.
If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances of his or
her audit. The auditing guidance in this document has been reviewed
by the AICPA Audit and Attest Standards staff and published by the
AICPA and is presumed to be appropriate. This document has not been
approved, disapproved, or otherwise acted on by a senior technical
committee of the AICPA.
Written by
Robert Durak, CPA
Senior Manager
AICPA Accounting and Auditing Publications
The author wishes to thank the following individuals for their contributions to this document:
Chuck Landes, for providing valuable help and insights while reviewing this year’s Alert; Kate Karatas, for her excellent research and writing
in preparing the domestic and foreign economic sections; and Lisa A.
Snyder, for writing a comprehensive, yet understandable, article on the
new General Accounting Office independence rules and their implications.
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Audit Risk Alert—2002/03
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your audits. The
knowledge delivered by this Alert assists you in achieving a more robust understanding of the business and economic environment in
which your clients operate. This Alert is an important tool in helping you identify the significant business risks that may result in the
material misstatement of your client’s financial statements. Moreover, this Alert delivers information about emerging practice issues
and current accounting, auditing, and professional developments.
If you understand what is happening in the business environment
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert assists you in making considerable strides in gaining that
knowledge and understanding it.

The U.S. Business Environment
Weak Recovery and an Uncertain Future

The United States economy is experiencing a mild recovery after
weathering a mild recession. Its future is uncertain, and some
economic indicators point to further weakness. Corporate earnings reports for the first three quarters of 2002 were weak in
many sectors. In addition, consumer confidence is showing signs
of weakening. The federal funds rate is at 1.25 percent, the lowest
level in over forty years.
According to the Commerce Department’s figures, the economy
was actually shrinking for the first three quarters of 2001. The
United States was in a recession long before 11-September. Undoubtedly, the impact of the terrorist attacks will ripple through the
economy for some time. It cost the U.S. economy thousands upon
1
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thousands of jobs, and somewhere between $75 billion and $100
billion in reduced output. A number of industries, such as airlines
and tourism, suffered tremendously and have not fully recovered.
Although the 2001 recession lasted six months longer than originally thought, it is still considered a mild recession by historical
standards. Unfortunately, the recovery has been equally weak.
Large inventory adjustments caused the gross domestic product
(GDP) to soar in the first quarter of 2002 to an annual average
growth of 5 percent. Many had expected a slowdown after that
level of growth, but few expected a second-quarter number of 1.3
percent. The economy rebounded in the third quarter of 2002
and grew at a 3.1-percent annual rate. However, excluding motor
vehicles, third-quarter growth was 1.5 percent. Economists expect the economy to grow at about 2 percent in the fourth quarter. The historical average for economic growth at this stage of the
recovery is in excess of 5 percent.
Attempts to forecast future economic conditions are muddied by
the probability of military intervention in Iraq by the United
States. Experts tend to believe that if the war is short, no serious
economic harm will occur; in fact, a quick victory in Iraq could
prove beneficial to the economy. A protracted war, however,
could depress business, consumer, and investor confidence, sending the economy into a recession.
This recovery is not typical of recoveries the country has experienced since World War II. In the past, job growth would have
been sizable. Although unemployment fell to 5.6 percent in September of 2002, the trend for most of 2002 has been flat. The
government created most of the new jobs, and the private sector
actually decreased slightly. Employers are reluctant to hire new
employees because of the tumbling stock market and uncertainty
over the economy’s health.
Stock Market Woes

The downward slide of the Dow Jones Industrial Average (DJIA),
the National Association of Securities Dealers Automated Quotation (NASDAQ) Composite Index, and the Standard & Poor’s
2

Aragen02.qxd 12/20/02 11:44 AM Page 3

500 Sock Index (S&P 500) that began in 2000 continued
through the first three quarters of 2002. Throughout the year, analysts were evaluating economic conditions and drastic declines
in stock market indices, comparing them to prior periods in an
attempt to determine whether the economy had finally reached
rock bottom. But the stock market kept surprising everyone with
further declines that sent various indices to record lows. The
DJIA ended the third quarter of 2002 at 7591.93, sinking to a
four-year low; the NASDAQ ended at 1172.06, reaching a sixyear low; while the S&P 500 fell to 815.28, which is less than 20
points above a five-year low it hit in July 2002. All of these indicators are significantly below the low levels triggered by panic immediately following the events of 11- September.
Falling Dollars

The currency markets, too, have experienced nail-biting dips. Like
stocks, the dollar was hit hard by the forecasts of weak growth.
The dollar went into a nosedive against the euro, sinking 18 percent from mid January to mid July of 2002. In the third quarter of
2002, however, the dollar rebounded and strengthened.
Many experts believe that the U.S. dollar cannot remain strong
much longer and that a decline in the dollar’s exchange rate will
occur either in an orderly or a chaotic fashion in the near future.
A falling dollar could slow real GDP growth, consumption
growth, and investment growth. Moreover, a falling dollar could
lead to increased interest rates and higher inflation. On the flip
side, however, a weakening dollar would boost U.S. exports and
lessen the nation’s dependence on foreign investment.
Consumer Spending, Home Buying, and Technology Investment
Help Economy

Consumer spending and housing posted nice gains in the first
two quarters of 2002, which was important inasmuch as consumption is two-thirds of American economic output. Businesses
have been posting modest increases in spending on computers,
software, and equipment, suggesting that the rut in technology
3
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investment may be drawing to an end. In addition, car sales were
at near-record levels, thanks to the cheap financing offered by
Detroit. A strong housing market has also fueled consumption.
Falling interest rates raised house prices and refinancing activity
allowed consumers to put some extra cash into their wallets. No
doubt, low interest rates have sparked the demand for housing
and cars, which has helped support growth this year. Nevertheless, some economists are concerned that the current strong demand for autos amounts to borrowing from future demand.
The volatility in the stock markets has sapped consumer confidence, but the way consumers spend does not always reflect how
they feel. Data released during the third quarter of 2002 indicate
that outstanding consumer debt rose, but forecasts of consumer
spending are somewhat pessimistic. Household real income,
after taxes and inflation, has grown 5 percent during the past
year. Tax breaks and falling inflation have offset labor-market
weakness. In fact, real income is growing faster than the pace of
real consumer spending.
Big Government Is Back

Not only have consumers been spending; so too has the U.S. government. Just two years ago, Washington was looking at a $5.6
trillion budget surplus through 2010. Now, fiscal 2002 will post
a deficit and the federal government is engaged in a tremendous
spending spree. To be sure, the attacks of 11-September demanded a much-needed increase in spending on national defense
and homeland security. But most of the increase in federal spending has nothing to do with rebuilding the military or shoring
homeland defense. Rather, massive amounts of tax dollars are
being spent on a large and varied number of programs favored by
Congress, including farm subsidies, unemployment compensation, education and health care programs.
Risk of Deflation Could Harm Economic Future

Falling inflation is certainly welcome news for most consumers.
Americans are benefiting from the lower prices of a variety of
4
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goods and services. For example, personal computer prices fell
28.9 percent. However, if deflation extends into other segments of
the economy, it could be a major problem. Falling prices squash
corporate profits, forcing companies to fire employees and tighten
salaries. Both the Great Depression of the 1930s and the Japanese
economic slump since 1990 were accompanied by severe deflation. Although most economists are not predicting the doom and
gloom of the 1930s, the risk of deflation is real. The risk will become more real if the high housing prices in the United States
begin to fall. Some economists and real estate experts are concerned that home prices have risen too fast and could fall.
Resiliency of American Economy

It is important to be able to see the forest through the trees. Terror attacks, accounting scandals, and falling stock prices notwithstanding, the American economy has proven to be quite resilient.
Much of the economic data remain well within the realm of the
“slow but steady” recovery theme; and although the economic future is weighed down with uncertainty, the underpinnings of the
U.S. economy remain strong.

Accounting Scandals and Audit Failures—Lessons Learned
2002 will be remembered as an infamous year for corporate America and the accounting profession. We are all familiar with the
news stories that have been dominating the financial headlines—
accounting irregularities, fraud, audit shortcomings, out-of-control
business executives, bankruptcies, crashing stock market valuations, Enron, Worldcom, Arthur Andersen, congressional hearings, Sarbanes-Oxley. The revelations of financial abuse and
high-profile business failures were a traumatic blow to the accounting profession, corporate America, and the stock market.
Business executives, accounting professionals, and regulators are
all still digesting the business scandals of 2002 and their ramifications, as a different business environment and accounting profession emerge. Already, businesses are shying away from complex
5
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financial structuring and complicated off-balance-sheet arrangements as investors punish companies with heavy loads of offbalance-sheet debt or even the slightest indication of accounting
chicanery. Moreover, new legislation has been enacted, unleashing sweeping reforms in corporate America and the accounting
profession (See the “Professional Issues” section of this Alert.)
What Auditors Need to Do

Maintain the Mind-Set That Manipulating Financial
Reporting Is Not Uncommon
In light of what has been transpiring in the business world and
the accounting profession, auditors need to come to an awareness
that many, many companies massage their financial reporting by
using creative, aggressive, or inappropriate accounting techniques. In an effort to meet earnings targets, live up to the expectations of the marketplace and third parties, and increase personal
compensation, management may:
1. Commit fraudulent financial reporting.
2. Unreasonably stretch accounting rules to significantly enhance financial results.
3. Follow appropriate accounting rules, but use loopholes to
manage financial results.
Auditors most frequently encounter items 2 and 3 in the preceding list. The auditor’s report expresses an opinion as to whether
the financial statements “present fairly . . . in conformity with
generally accepted accounting principles.” It seems that in many
places, the “present fairly” criterion has become subordinate to
“in conformity with GAAP.” That is, whether some entities make
a case that since generally accepted accounting principles (GAAP)
do not prohibit a particular accounting method, it must be acceptable, without considering whether the accounting will result
in a fair presentation of the financial position, results of operations, and cash flows. The quality of financial statements becomes eroded when accounting choices are made to achieve a
predetermined result other than improving the usefulness of the
6

Aragen02.qxd 12/20/02 11:44 AM Page 7

information to decision makers. Thus, the choice of accounting
principles, in addition to their application, becomes crucial for
auditors to consider. Besides checking off all of the GAAP boxes,
one must determine whether the financial reporting ultimately
reflects economic reality.
Reach Back to Core Values on Every Engagement
In addition to maintaining a mind-set that managing earnings
and engineering financial reporting is not uncommon, auditors
need to approach their engagements with:
• A responsibility to the public interest
• A rigorous commitment to integrity
• A passion for getting it right
• A commitment to principles and a zeal for applying them
• The willingness to say no to unsound accounting practices
Rediscover Professional Skepticism on Every Audit
Due professional care requires the auditor to exercise professional
skepticism. Professional skepticism is an attitude that includes a
questioning mind and a critical assessment of audit evidence. Auditors may be tempted to put professional skepticism in the back
of their minds, making it a concept that gets inadequate attention
because its practical application is difficult. But an auditor must
rediscover professional skepticism and carry it into each and
every audit. An auditor’s attitude can increase the likelihood of
finding misstatements.
Acknowledge and Challenge Assumptions. Many auditors are inclined to assume good intent and tend to rely too heavily on what
management tells them. In fact, many audit failures do not stem
from an auditor’s inability to uncover a problem, but rather, from
an auditor’s willingness to accept a client’s rationalization as to
why they should pass on the problem. Assumptions can limit
awareness. Assumptions are not inherently bad and are absolutely
essential to functioning in the real world. Nevertheless, they hold
a danger; an auditor who is faced with information that conflicts
7
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with his or her assumptions is apt to resolve the inconsistency by
resisting the new information. If information does not fit with
what we “know,” we look for a way to make it fit. The auditor
must instead set aside existing beliefs about management’s integrity and honesty by periodically challenging the assumptions
he or she has made about a client’s management, business, and financial reporting. Use the brainstorming session during the planning phase of the audit to identify assumptions about the client
and sensitize engagement team members to their preconceived
notions and possible alternative realities.
Critically Evaluate Evidence. Auditors must also remember to
identify and challenge their own assumptions when evaluating
audit evidence. Professional skepticism must be rediscovered
when assessing the competency and sufficiency of audit evidence.
For instance, the auditor should not accept draft contracts or rely
on copies of key documents. Auditors should reconcile evidence
that is inconsistent and corroborate key assumptions in estimates.
Guidance on Professional Skepticism. Excellent practical guidance on professional skepticism can be found in the AICPA
Practice Aid, Fraud Detection in a GAAS Audit—SAS No. 99 Implementation Guide. Additional guidance can also be found in the
AICPA Practice Alert 98-2, Professional Skepticism and Related Topics.
Attention-Grabbers for Auditors: Spotting the Early Warning Signs

Auditors can learn valuable lessons from the recent accounting
scandals and audit failures. These lessons serve to improve the
quality of financial statement audits by helping auditors identify
possible warning signs and risks of accounting chicanery, fraud,
inaccurate financial reporting, and business failure. In addition,
these lessons serve to improve audit quality by fostering an awareness of what audit procedures may be key to addressing the risks
and issues that were prevalent in the recent accounting scandals.
The section of this Alert entitled “Audit and Accounting Issues
Arising From Current Risks” presents important guidance on accounting and auditing issues stemming from the recent business
scandals as well as those stemming from the current economic
8
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and business environment. You should familiarize yourself with
the items discussed in that section.
One could fill pages and pages listing situations, factors, events,
and circumstances indicative of fraud, aggressive accounting, and
possible business failure. Such lists can be found in countless professional publications and Web sites. Indeed, SAS No. 99, Consideration of Fraud in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 316), and its accompanying
Practice Aid, Fraud Detection in a GAAS Audit—SAS No. 99 Implementation Guide, provide first-rate knowledge about fraud risk
factors. Auditors should avail themselves of that knowledge by
reading SAS No. 99, its accompanying practice aid, and the
many other existing sources of guidance that exist.
In addition, presented below is a list of circumstances and observations that should grab the attention of an auditor if he or she
observes these situations at a client. These “attention-grabbers”
have been compiled based on an assessment of the recent accounting scandals and business failures that have occurred.
Key Attention-Grabbers
1. A company culture of arrogance. Management that engages
in deceptive accounting practices or fraudulent financial reporting often exhibits high levels of arrogance, pride, greed,
and hubris. They often have a reputation for being unusually aggressive, for taking high risks, living close to the edge,
and swinging for the fences in business dealings. Effective
internal control starts with a proper “tone at the top.” Culture and values are critical elements of control because all
other controls are derived from them. Culture drives behavior. A few bad apples will flourish in a culture of arrogance,
excessive risk taking, and little accountability. And a few
bad apples can cause a company to come crashing down.
2. Accounting policies that rely heavily on management’s judgment or seem too aggressive. The manner in which accounting principles are selected and applied affect the
accuracy, transparency, understandability, and usefulness
9
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of the financial statements. If the accounting methodology
for a transaction or event involves different alternatives or a
good degree of estimating and judgment, or represents an
evolving area in accounting, or is unclear, unusual, or not
fully supportable, then management has the tools and the
temptation to manipulate financial reporting. These tools,
stemming from the selection and application of accounting principles, can be used to tweak earnings and manipulate other accounts and transactions to report the financial
results desired by management and conceal critical information. Abusing the selection and application of accounting principles can lead to a situation in which an entity’s
financial statements do not reflect the underlying economic condition. The accounting principles selected by
management should enhance the representational faithfulness, verifiability, and neutrality of the accounting information included in the financial statements.
3. Ineffective audit committees and board governance. The
audit committee is the ultimate monitor of the financial
reporting process. It therefore stands to reason that an ineffective committee or its equivalent, or the lack of one, can
seriously undermine proper financial reporting. Be on the
lookout for audit committees that are not independent of
the company, meet infrequently, lack adequate financial
expertise, do not hear directly from internal auditors, and
do not closely monitor sensitive company programs, such
as a corporate loan program for senior management.
4. Overly centralized control over financial reporting. If one
member of senior management or a small group of senior
management holds a tight grip over the financial reporting
process and goes to extremes to exclude prying eyes, internal control suffers and the opportunity for fraudulent or
questionable financial reporting emerges.
5. Ratios and benchmarks significantly different from industry
averages. An auditor needs to ask why an entity’s financial
results are markedly different from other entities in its industry. This kind of benchmarking research and analysis
10
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may not be readily available or apparent. However, this
kind of information can point to a possible business failure
or going-concern problem or to the manipulation of the
accounting and financial reporting process.
6. Cash flow from operations that bears little relationship to reported earnings. If reported earnings do not correspond to
the actual cash flowing into an entity, auditors should take
note. If management is manipulating the accounting
process to manage earnings, it may show up in the disparity between operating cash flow and income statement
earnings. Also, companies go bankrupt because they run
out of cash. Keep an eye on the cash-flow statement when
assessing an entity’s ability to continue as a going concern.
7. Compensation plans geared toward enriching executives rather
than generating profits. With their own compensation tied
to operating or financial targets, management can push
hard on personnel throughout the company to meet what
may be overly optimistic goals. A high-pressure environment can create an incentive to adopt practices that may be
too aggressive or inconsistently applied. At some point, the
motivation driving earnings management can be strong
enough to encourage individuals with the right opportunity to move beyond acceptable practices. Don’t underestimate greed. If greed is evident and management is focused
on how much money they are going to make, auditors
should heighten their sense of professional skepticism and
adjust their audit procedures accordingly.
8. Significant insider trading. A significant sell-off of company stock by senior management may indicate that they
believe the stock is overvalued, the financial reporting does
not portray the true economic value of the entity, or that
the company may be heading toward failure.
9. Difficulty explaining how the company actually makes money.
Simply put, it may be unclear exactly how a company derives its profits and its cash. Or, at the end of the day, it
may be the case that a company just does not make very
11
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much money. In some cases, an entity may be involved in
numerous businesses and complicated operations, and yet
after looking at all that activity, one is hard-pressed to explain how the entity generates cash.
10. Predictions by management are at odds with industry trends.
Management may base their assumptions, estimates, accounting principles, business decisions, and explanations
to auditors on predictions, forecasts, and beliefs about the
current and future business environment that contradict
actual industry trends, credible research, and what other
entities in the industry are doing or predicting.
11. Undisciplined acquisition growth. Senior management may
acquire businesses and assets more for the sake of accumulating assets than for the overall good of the company.
Acquiring businesses and assets too rapidly can lead to
many challenges and risks, including integrating disparate
operations, melding internal control processes, and meeting expanded financing needs. In addition, rapid acquisition growth may outstrip the ability of a company’s
financial systems to remain under effective internal control. If management cares more about acquiring new assets than about making the existing ones perform
properly, serious business, liquidity, and financial reporting problems can arise.
12. Departure of key senior management personnel. If key people leave a company suddenly or if a number of senior
management personnel have resigned, this may be a warning sign of possible trouble at the entity. Are these resignations unexplained? Is the suddenness or number of
resignations unusual? Do these key people know something about the company’s financial future that is causing
them to jump ship? An auditor needs to pay attention to
significant or unusual management departures.
13. Relationships and credibility with customers, creditors, and
other third parties declining. Information pointing to a
deterioration in a company’s business relationship with
12
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its customers, creditors, suppliers, or other parties may signal financial difficulties or inappropriate activities at the
company.
14. Prolonged periods of success. Yes, even too much success can
be a dangerous thing. Many of the big-name companies
experiencing difficulties today ran into trouble after long
periods of financial success and business growth. As the
years of prosperity add up, management may become set
in its ways. Assumptions about the future of the industry
and the company may be severely clouded by the past experience of uninterrupted success. Management may let its
guard down and become incapable of envisioning an environment of subsiding financial prosperity. Does management face reality or merely explain it away or ignore it?
Assumptions and estimates used in financial reporting, and
assumptions and projections used in business decisions
need to be questioned and examined with a clear perception of the true conditions of the economy, the industry,
and the company.
15. Failure to listen to key people within the company. Senior
management may be so focused on achieving stock price
and earnings goals that they may fail to heed the advice of
key employees warning them of troubling consequences
and developments. Whether it be accounting personnel, or
employees involved in operations, or those working in research and development, these people may be aware of inappropriate situations or risky developments that result
from management’s aggressive efforts to meet certain financial goals. Management may dismiss warnings from
these people, lest the financial targets not be achieved.

Auditing and Accounting Issues Arising From Current Risks
The economic and business environment is a factor affecting the
accuracy of your client’s financial statements, and affecting issues
of fraud and going concern. Understanding the economic and
business environment in which your client operates should
13
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constitute a large part of your audit planning. You should understand your client’s specific business environment and how the
overall economic situation and business issues described in this
Alert are affecting your client. Economic performance varies
across geographic regions and industries, and among companies,
even within the same industry. Therefore, auditors need to focus
specifically on the business environment of each client and address each client’s particular risks accordingly.
Identifying Risks That May Result in Material Misstatements

The current economic and business environment lead to challenging conditions for companies due to the potential deterioration of operating results, increased external scrutiny, and reduced
access to capital. These conditions can result in increased incentives for companies to adopt practices that may be incorrect or inconsistently applied in an effort to address perceived expectations
of the capital markets, creditors, or potential investors. In addition, a declining business environment can contribute toward the
impairment of assets and deterioration in the value of assets.
Moreover, financial reporting scandals and the high-profile failures of major corporations have rocked the business and accounting world. Fraudulent financial reporting, and aggressive or
questionable accounting seem to be on the rise. Auditors appear
to be facing risks from many different quarters. During such
times, professional skepticism should be heightened and the status quo should be challenged.
As you plan your audits, you should obtain an understanding of
each client’s internal controls and its business environment sufficient to assess what significant risks give rise to problems that
may cause misstatements in the financial statements.
The general economic and business environment, along with the
recent spate of business failures and accounting scandals, give rise
to certain audit and accounting issues and concerns that could affect an entity’s financial statements. Some of the more significant
ones are presented in the following table and are discussed below.
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Fraudulent Financial Reporting

Many of the issues, topics, and risks discussed in this Alert involve
matters of fraudulent financial reporting. As such, auditors should
read the individual topics within this Alert to obtain an awareness
of matters of fraud that may need to be addressed on their audits.
The weak economic and business environment can generate increased pressure on management at many companies. The stress of
achieving earnings goals and battling fierce competition during
weak economic periods can motivate management to fraudulently
report financial results. Consequently, an increased risk of fraudulent financial reporting may exist at many entities.
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New Fraud Standard and Implementation Guide Issued
In September 2002, the AICPA Auditing Standards Board (ASB)
issued SAS No. 99, Consideration of Fraud in a Financial Statement
Audit, which gives auditors expanded guidance for detecting material fraud. SAS No. 99 supersedes SAS No. 82, Consideration of
Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU secs. 110, 230, 312, and 316), and while the
new standard may carry the same title as SAS No. 82, auditors
need to recognize that it is clearly more far-reaching than its predecessor. SAS No. 99 should substantially change auditor performance, thereby improving the likelihood that auditors will detect
material misstatements due to fraud. See the section of this Alert
entitled “New Auditing, Attestation, Quality Control Pronouncements, and Other Guidance,” for more detailed information about SAS No. 99.
SAS No. 99 is extremely comprehensive and touches on many elements of the audit process. It cannot be reduced to a checklist or
form. The effective implementation of SAS No. 99 will require
auditors to audit smarter and think more creatively when they
audit. Engagement teams who plan to implement the new standard by obtaining an updated version of a generic audit program
will be doing themselves and their clients an injustice. The effective implementation of SAS No. 99 will force you to rethink how
you plan and perform your audits. With that in mind, the
AICPA has developed a practice aid to help practitioners implement SAS No. 99. The practice aid is entitled Fraud Detection in
a GAAS Audit—SAS No. 99 Implementation Guide. See the “New
Auditing, Attestation, Quality Control Pronouncements, and
Other Guidance,” section of this Alert for more information.
Viability and Liquidity Risks

An entity’s sensitivity to negative changes in economic conditions, such as reductions in consumer spending and business investment, layoffs, and a declining stock market, can often result
in business failure. In addition, fraudulent and criminal activities
engaged in by management, partnered with deceptive accounting
methods, can remain hidden at companies and eventually lead to
16
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business failure. Accordingly, you should be alert to conditions
and events which, when considered in the aggregate, indicate that
there could be substantial doubt about your client’s ability to
continue as a going concern.
For example, such conditions and events could include (1) negative trends, such as recurring operating losses or working capital
deficiencies, (2) financial difficulties, such as loan defaults or denial of trade credit from suppliers, (3) internal matters, such as
substantial dependence on the success of a particular product
line, or (4) external matters, such as legal proceedings or loss of a
principal supplier. Another condition that may raise doubt about
an entity’s ability to continue as a going concern could be excessive and unusual reliance on external financing, rather than
money generated from the company’s own operations. In such
circumstances, auditors will have to consider whether, based on
such conditions and events, there is substantial doubt about the
entity’s ability to continue as a going concern.
Auditor’s Responsibilities Related to a Going-Concern Issue
You should be aware of your responsibilities pursuant to SAS No.
59, The Auditor’s Consideration of an Entity’s Ability to Continue as
a Going Concern (AICPA, Professional Standards, vol. 1, AU sec.
341). SAS No. 59 provides guidance to auditors in conducting an
audit of financial statements in accordance with generally accepted auditing standards (GAAS) for evaluating whether there is
substantial doubt about a client’s ability to continue as a going
concern for a period not to exceed one year from the date of the
financial statements being audited.
Continuation of an entity as a going concern is generally assumed
in the absence of significant information to the contrary. Information that significantly contradicts the going-concern assumption
relates to the entity’s inability to continue to meet its obligations as
they become due without the substantial disposition of assets outside the ordinary course of business, restructuring of debt, externally forced revisions of its operations, or similar actions. SAS No.
59 does not require the auditor to design audit procedures solely
to identify conditions and events that, when considered in the
17
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aggregate, indicate there could be substantial doubt about the entity’s ability to continue as a going concern. The results of auditing
procedures designed and performed to achieve other audit objectives should be sufficient for that purpose.
If there is substantial doubt about the entity’s ability to continue
as a going concern, you should consider whether it is likely that
existing conditions and events can be mitigated by management
plans and whether those plans can be effectively implemented. If
you obtain sufficient competent evidential matter to alleviate
doubts about going-concern issues, then consideration should be
given to the possible effects on the financial statements and the
adequacy of the related disclosures. In particular, the auditor
should consider the adequacy of the disclosures of those circumstances and events that originally gave rise to the auditor’s concern. If, however, after considering identified conditions and
events, along with management’s plans, you conclude that substantial doubt about the entity’s ability to continue as a going
concern remains, the audit report should include an explanatory
paragraph to reflect that conclusion. In these circumstances, you
should refer to the specific guidance set forth in SAS No. 59.
Using Cash-Flow Analysis to Help Assess Going Concern
To fully understand a company’s viability as an ongoing concern,
an auditor would do well to calculate a few simple ratios from
data on the client’s cash-flow statement. When it comes to liquidity analysis, cash-flow information is more reliable than balancesheet or income statement information. Balance-sheet data are
static—measuring a single point in time—while the income
statement contains many arbitrary noncash allocations. In contrast, the cash-flow statement records the changes in the other
statements and nets out the bookkeeping artifice, focusing on
what shareholders and other interested parties really care about,
that is, the cash available for operations and investments.
Numerous cash-flow ratios are available to help assess a client’s
solvency, liquidity, and the viability of a client as a going concern.
Presented below are two ratios that help spotlight a company’s viability as a going concern.
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Funds Flow Coverage Ratio. The numerator of the funds flow
coverage (FFC) ratio consists of earnings before interest and taxes
plus depreciation and amortization (EBITDA). The denominator consists of interest plus tax-adjusted debt repayment plus taxadjusted preferred dividends. To adjust for taxes, divide by the
complement of the tax rate. All of the figures in the denominator
are unavoidable commitments.
An auditor can use the FFC ratio as a tool to evaluate the risk that
a company will default on its most immediate financial commitments, that is, interest payments, short-term debt, and preferred
dividends. If the FFC ratio is at least 1.0, the company can meet
its commitments—but just barely. If a company’s FFC ratio is
less than 1.0, the company must raise additional funds to meet
current operating commitments. To avoid bankruptcy, it must
keep raising fresh capital.
Cash interest coverage ratio. The numerator consists of cash flow
from operations, plus interest paid, plus taxes paid. The denominator includes all interest paid—short term and long term. The
resultant multiple indicates the company’s ability to make the interest payments on its entire debt load. A highly leveraged company will have a low multiple, and a company with a strong
balance sheet will have a high multiple. Any company with a cash
interest multiple less than 1.0 runs the immediate risk of potential default.
Special Advice on Related Parties and Recent Accounting Scandals

The recent spate of business failures and accounting scandals in
the news often involved related party issues, including:
• Multimillion dollar conflicts of interest between officers and
senior management of a company and the company itself
• Conflicts of interest at firms that manage both hedge funds
and mutual funds
• Undisclosed loan guarantees to outside parties closely related to the company
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• Self-dealing by company officials who used the company
as a personal bank
• Transactions serving no apparent business purpose but to
enrich company insiders
• Hiding huge sums of debt and underperforming assets in
controlled entities, such as partnerships
Fraudulent financial reporting and misappropriation of assets
are frequently perpetrated through the use of related parties.
Moreover, financial statements can often be misleading and distorted without adequate disclosure of material related-party
transactions. Related parties, such as controlled entities, principal
stockholders, or management, can execute transactions that improperly inflate earnings by masking their economic substance or
distort reported results through lack of disclosure, or can even
defraud the company by transferring funds to conduit related
parties and ultimately to the perpetrators.
Accounting and Auditing Guidance
Financial Accounting Standards Board (FASB) Statement of
Accounting Standards No. 57, Related Party Disclosures, defines
related parties and provides guidance on the disclosure of transactions with related parties. Transactions between related parties
commonly occur in the normal course of business. Generally,
financial statements must include disclosures of material relatedparty transactions, other than compensation arrangements, expense allowances, and other similar items in the ordinary course
of business. SAS No. 45, Related Parties (AICPA, Professional
Standards, vol. 1, AU sec. 334), provides guidance on procedures
that should be considered with respect to related parties when
performing an audit of financial statements. Other important
sources of authoritative accounting and auditing guidance exist
regarding related parties.
Refer to the AICPA Toolkit
The AICPA toolkit, Accounting and Auditing for Related Parties
and Related Party Transactions, provides considerable in-depth
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guidance on accounting for and auditing related-party transactions. The toolkit describes the numerous sources of relevant accounting and auditing literature, including applicable Securities
and Exchange Commission (SEC) regulation requirements. The
toolkit can be obtained for free on the AICPA Web site at www.
aicpa.org/public/download/news/relpty_toolkit.doc.
Specific Auditing Advice
Given the prominent role of related-party transactions in many
of the recent accounting scandals, this section includes specific
advice to help auditors address and prevent similar related-party
scandals in the future. Of course, auditors should consider the
guidance discussed in the aforementioned toolkit and the guidance in the pronouncements discussed in that toolkit.
The auditor should consider procedures to identify related-party
relationships and transactions, and satisfy himself or herself that
such relationships and material transactions are properly accounted for and adequately disclosed in the financial statements.
The auditor should consider the possibility that related-party
transactions might have been motivated by a desire to improve
reported earnings or financial position or might have been motivated by fraud. Remember that related-party transactions lack the
independent negotiations as to structure and price that are present in transactions with unrelated parties.
Special Advice on Identifying Related Parties and
Related-Party Transactions
SAS No. 45 includes specific audit procedures to help determine
the existence of related parties. Auditors should follow that guidance. Remember that the number one rule for potentially identifying related parties and related-party transactions that
management does not disclose to the independent auditor is simply to be alert to that possibility. As indicated in SAS No. 99, entities intent on fraudulently reporting financial results may use
related-party transactions to perpetrate or conceal the fraud.
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The following examples of events may be indicative of transactions with undisclosed related parties and are commonly used in
fraudulent financial reporting:
• Sales without substance, including funding the other party
to the transaction so that the sales price is fully remitted
• Borrowing or lending on an interest-free basis or at a rate
of interest significantly above or below the market rates
prevailing at the time of the transaction
• Selling real estate at a price that differs significantly from
its appraised value
• Exchanging property for similar property in a nonmonetary transaction
• Making loans with no scheduled terms for when or how
the funds will be repaid
• Sales with a commitment to repurchase that, if known,
would preclude recognition of all or part of the revenue
• Accruing interest at above-market rates on loans
• Loans to parties that do not possess the ability to repay
• Advancing company funds that are subsequently transferred to a debtor and used to repay what would otherwise
be an uncollectible loan or receivable
• Services or goods purchased from a party at little or no cost
to the entity
• Loans advanced ostensibly for a valid business purpose and
later written off as uncollectible
• Payments for services never rendered or billed at inflated
prices
• Sales at below-market rates to an unnecessary “middleman” related party, who in turn sells to the ultimate customer at a higher price while the related party (and
ultimately its principals) retain the difference
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• Purchases of assets at prices in excess of fair-market value
• Sales arrangements in which the seller has a concurrent
obligation to the buyer to purchase goods or services or
provide other benefits
• Sale of land with arranged financing
• Sales of marketable securities at a significant discount from
quoted market prices
• Agreements under which one party pays expenses on behalf of another party
In addition to the items above, also be aware that a company
may recognize revenue on large, unusual transactions with another party conducted close to quarter-end. Consideration
should be given to whether or not the two parties might be related in some way.
Procedures that can be performed to help identify potential related parties and related-party transactions include the following:
• Review material cash disbursements, advances, and investments to consider whether the company provided funds to
a related party.
• Discuss with tax and consulting personnel who have provided services to the client their knowledge of the client’s
relationships and knowledge of related parties.
• Discuss with intermediaries (such as lawyers, predecessor
auditors, and others providing professional services to the
client) their knowledge of the identity of principal parties
to material transactions.
• Use sources of information about principal parties to material transactions (such as newspapers, phone books, industry or trade publications, and the Internet) to search for
information about key members of management and the
company. For example, the Internet can be used to search
for corporation and limited partnership records in which a
particular person’s name appears.
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Identification of an Unidentified Related Party. When an undisclosed related party has been identified, the audit team should assess whether management’s failure to disclose was merely an
oversight or a deliberate attempt to hide the relationship. If the
latter, the auditor should reassess the overall audit scope and the
ability to rely on management’s representations in other areas. If
the auditor believes management can no longer be trusted, the
best course of action, after consulting others in the firm designated as consultants in accounting and auditing matters, as well
as legal counsel, may be to withdraw from the engagement.
Special Advice on Examining Related-Party Transactions
In one recent, well-publicized, and particularly egregious case of
management fraud, the company’s board and the company’s auditors failed to spot and examine loans to officers of the company
that proved to be exorbitant and unauthorized. Once related parties are identified, the auditor should place emphasis on testing
material transactions with parties known to be related or associated with the reporting entity. The auditor should apply the audit
procedures he considers appropriate to determine the purpose,
nature, and extent of the related-party transaction and the effect
on the financial statements. In obtaining sufficient competent evidential matter, the auditor should extend the procedures beyond
just inquiry of management. Procedures that should be considered include the following:
1. Obtain an understanding of the business purpose of the
transaction.
2. Examine invoices, executed copies of agreements, contracts, and other pertinent documents, such as receiving reports and shipping documents.
3. Determine whether the transaction has been approved by
the board of directors or other appropriate officials.
4. Test for reasonableness the compilation of amounts to be
disclosed, or considered for disclosure, in the financial
statements.
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5. Arrange for the audits of intercompany account balances
to be performed as of concurrent dates, even if the fiscal
years differ, and for the examination of specified, important, and representative related-party transactions by the
auditors for each of the parties, with appropriate exchange
of relevant information.
6. Inspect or confirm and obtain satisfaction concerning the
transferability and value of collateral.
In addition, the auditor may determine that extended procedures
should be performed in order to fully understand the transactions. If so, the auditor should consider the following procedures:
1. Confirm transaction amount and terms, including guarantees and other significant data, with the other party or parties to the transaction.
2. Inspect evidence in possession of the other party or parties
to the transaction.
3. Confirm or discuss significant information with intermediaries, such as banks, guarantors, agents, or attorneys, to
obtain a better understanding of the transaction.
4. Refer to financial publications, trade journals, credit agencies, and other information sources when there is reason to
believe that unfamiliar customers, suppliers, or other business enterprises with which material amounts of business
have been transacted may lack substance.
5. With respect to material uncollected balances, guarantees,
and other obligations, obtain information about the financial capability of the other party or parties to the transaction. Such information may be obtained from audited
financial statements, unaudited financial statements, income tax returns, and reports issued by regulatory agencies, taxing authorities, financial publications, or credit
agencies. The auditor should decide on the degree of assurance required and the extent to which available information provides such assurance.
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Special Advice on Auditing Related-Party Disclosures
Some of the recent accounting scandals and business failures involved related-party disclosures that were virtually indecipherable
to investors. Furthermore, in one of the larger business failures,
the notes to the financial statements asserted that related-party
transactions were arm’s-length, yet apparently the auditor failed
to perform any procedures to test the reasonableness of that statement. Reliable and transparent financial reporting is particularly
important in this troubled environment. This requires the special
attention of CPAs to work with management and audit committees, when appropriate, to ensure that management’s disclosure of
related-party transactions are appropriately and completely disclosed in conformity with GAAP.
If representations are made by management in their financial
statement disclosures about transactions with related parties, the
representations should not imply that the related-party transactions were consummated on terms equivalent to those that prevail in arm’s-length transactions unless such representations can
be substantiated. If such representations do imply this and the
engagement team believes that the representation is unsubstantiated by management, it should, depending on materiality, express
a qualified or adverse opinion because of a departure from GAAP.
Remember that paragraphs 29-30 of Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 13, Accounting for Leases, and SEC regulation S-X
4-08(k) require disclosure of the nature and extent of leasing
transactions between related parties.
Revenue Recognition

Faced with an uncertain economic and business climate, management at some companies will be hard-pressed to generate profits
and report favorable financial results. Accounting practices relating to revenue recognition may become more aggressive or even
fraudulent as a result. Remember that many of the accounting
scandals occurring of late involve accounting practices designed
to artificially inflate revenues.
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Such improper accounting treatment ranges from stretching the
accounting rules (for example, recognizing revenues before they
are earned) to falsifying sales in an effort to manage earnings.
Therefore, auditors need to pay attention to warning signals that
may indicate increased audit risk with respect to revenue recognition and respond with appropriate professional skepticism and
additional audit procedures.
Because material misstatements due to fraudulent financial reporting often result from an overstatement or understatement of
revenues, SAS No. 99 states that you should ordinarily presume
that there is a risk of material misstatement due to fraud relating
to revenue recognition.
Accounting Considerations
The fundamental revenue recognition concept is that a company
should not recognize revenue until realized or realizable and
earned by the company. FASB Statement of Accounting Concepts No. 6, Elements of Financial Statements, defines revenue as:
Inflows or other enhancements of assets of an entity or settlements of its liabilities (or a combination of both) from delivering or producing goods, rendering services, or other activities
that constitute the entity’s ongoing major or central operations.

Additional guidance with respect to revenue recognition is found
in the following pronouncements:
• Accounting Research Bulletin (ARB) No. 45, Long-Term
Construction-Type Contracts
• FASB Statement No. 48, Revenue Recognition When Right
of Return Exists
• SOP No. 81-1, Accounting for Performance of ConstructionType and Certain Production-Type Contracts
• SOP No. 97-2, Software Revenue Recognition, and SOP 989, Modification of SOP 97-2, Software Revenue Recognition, With Respect to Certain Transactions
• Technical Practice Aids, Section 5100, “Revenue Recognition”
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• SOP 00-2, Accounting by Producers or Distributors of Films
• Numerous Emerging Issues Task Force (EITF) Issues
• SEC Staff Accounting Bulletin (SAB) No. 101, Revenue
Recognition in Financial Statements
Criteria for Revenue Recognition. Transactions should meet the
following criteria before revenue is recognized:
• There is persuasive evidence of an arrangement.
• Delivery has occurred or services have been rendered.
• The seller’s price to the buyer is fixed or determinable.
• Collectibility is reasonably assured.
Although these criteria are general, they provide guidance for revenue recognition relating to most traditional business models.
For public companies that do not employ traditional business
models, such as e-commerce companies, SAB No. 101 provides
additional guidance on these revenue recognition issues:
• Timing of approval for sales agreements
• “Side” arrangements to the master contract
• Consignment or financing arrangements
• Criteria for delivery (bill and hold sale)
• Layaway programs
• Nonrefundable, up-front fees
• Cancellation or termination provisions
• Membership fees or services
• Contingent rental income
• Right of return
SAB No. 101 and the SEC’s SAB No. 101 Frequently Asked Questions (FAQ) (www.sec.gov/info/accountants/sab101faq.htm) are
valuable and comprehensive sources of guidance on revenue
recognition.
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FASB Project. The FASB has initiated a major project on the
recognition of revenues that would lead to a new comprehensive
accounting standard. The project would (1) eliminate the inconsistencies in the existing authoritative literature and accepted
practices, (2) fill the voids that have emerged in revenue recognition guidance in recent years, and (3) provide guidance for addressing issues that arise in the future.
Also, the EITF currently is in the process of addressing four issues
related to revenue recognition:
• EITF Issue No. 00-21, “Accounting for Revenue Arrangements with Multiple Deliverables” EITF Issue No. 00-22,
“Accounting for ‘Points’ and Certain Other Time-Based or
Volume-Based Sales Incentive Offers”
• EITF Issue No. 00-24, “Revenue Recognition: Sales
Arrangements That Include Specified-Price Trade-In Rights”
• EITF Issue No. 02-G, “Recognition of Revenue from Licensing Arrangements on Intellectual Property”
Auditing Considerations
Given the current economic environment, in which companies are
struggling to achieve revenue forecasts, auditors need to conduct adequate and appropriate audit procedures on revenues. Be aware of
certain factors or conditions that may indicate increased audit risk of
improper, aggressive, or unusual revenue recognition practices. For
instance, during 2002, some of the revenue recognition scandals involved the questionable use of sales incentives, the backdating of sales
contracts, and the recording of cost overruns on construction projects as revenue before the customer agreed to pay for the overruns.
Management may be aware they are overstating revenue or may
simply believe they are reflecting economic substance from their
perspective. Be alert for significantly unusual or complex transactions, especially those that occur at or near the end of a reporting
period. Revenue recognition principles are sometimes difficult to
apply and often vary by industry. A high level of care is always required in this area.
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Extensive Audit Guidance Available. Chapter 6 of the AICPA
Practice Aid, Fraud Detection in a GAAS Audit—An Auditor’s
Field Guide, provides in-depth practical guidance for auditing the
risky area of revenue recognition. Moreover, you can turn to the
AICPA Audit Guide Auditing Revenue in Certain Industries
(product no. 012510) for further guidance.
Issuing Stock for Notes Receivable

The accounting improprieties related to a recent business failure
included increasing shareholder equity for a note receivable. As a
reminder, the generally accepted practice is to offset the notes and
stock in the equity section. See EITF Issue No. 85-1, Classifying
Notes Receivable Received for Capital Stock, for further information.
Accelerating Revenues Through Improper Lease Accounting

Some of the recent instances of inappropriate accounting and
earnings management involved a significant case of accelerating
revenue through the use of improper accounting for leases by the
lessor. Auditors may want to acquaint themselves with the following risks, and understand the accounting requirements of FASB
Statement No. 13, as amended.
Manipulation of Sales-Type Lease Components
Management, as a lessor, can accelerate revenues in a sales-type
lease by improperly estimating the fair value of the leased asset,
and improperly estimating the interest or finance components of
the lease. By using these techniques, management can improperly
allocate more revenue to the leased asset and recognize that revenue up front when initially recording the lease as opposed to
properly reflecting that revenue as part of the interest/finance
component of the lease, which would be recognized in the future
over the life of the lease. Management may use creative methods
in calculating the components of its sales-type leases in an attempt to manage earnings. Auditors should be aware of this possibility and should determine, as appropriate, that management
has complied with the requirements of FASB Statement No. 13.
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Improper Increases in Residual Values
FASB Statement No. 13 states that an upward adjustment of the
estimated residual value in a lease shall not be made. Auditors
should be alert to any improper increases in residual values when
auditing clients who are lessors. Management may attempt to
manage earnings through improper adjustments to the residual
values associated with leases of which they are the lessors.
Price Increases and Extensions to Existing Leases
FASB Statement No. 13 requires that additional income realized
from the renegotiation of existing leases be recognized over the
remaining life of the lease by the lessor. In an attempt to accelerate revenues, management may violate these provisions by recognizing immediately the revenue from price increases and lease
extensions. Auditors should be alert to this possibility when auditing clients who are lessors.
Changes to Accounting Principles and Methods

The management of an entity may change their methods of accounting for certain transactions in an attempt to manage earnings or otherwise engineer financial reporting. Auditors should be
alert to any changes in accounting principles and methods and
determine whether the changes are appropriate and contribute to
the accuracy, quality, and transparency of the financial reporting.
Management needs to comply with the requirements of Accounting Principles Board (APB) Opinion No. 20, Accounting Changes,
including the requirement to disclose significant changes in
accounting principles and methods.
Layoffs—Staff Reductions—Internal Control Risks

Large layoffs, staff reductions, and notifications to employees of
impending termination can affect internal control over financial
accounting and reporting systems. Key people and key controls
may be lost during a downsizing. In addition, remaining employees
may feel overwhelmed by their workloads, lack time to complete
tasks and consider decisions, and may suffer from low morale. As
such, internal control may become less effective or ineffective.
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Auditors should be aware of any layoffs or staff reductions occurring on their audit engagements and consider the following:
• Attention to internal control may not have been maintained.
• As a result of unfilled positions, key control procedures
may no longer be performed, may be performed less frequently, or may be performed by individuals lacking
proper understanding to identify and correct errors.
• Layoffs of information technology personnel may have a
negative effect on the entity’s ability to initiate, process, or
record its transactions, or maintain the integrity of the information generated by the information technology system.
• Key functions that should be segregated may now be performed by one person.
• Changes to the control environment have altered control
effectiveness and potentially resulted in a material control
weakness.
• Changes in internal control caused by past or pending layoffs or staff reductions may create an opportunity for
fraudulent activities.
Special-Purpose Entities

One of the key issues connected to the recent accounting and business scandals is the use of and financial reporting of off-balancesheet arrangements, specifically special-purpose entities (SPEs).
Companies began using SPEs in the late 1980s to conduct financing, access capital, and hedge risk. Today, SPEs are essential components of modern finance and are commonly used to securitize
assets such as consumer loans and credit card receivables, facilitate
leasing, research and development, and reinsurance. Companies
engaged in specialized tasks and large projects that generate significant risks utilize SPEs to isolate financial risk and spread it among
other entities. Large construction projects, the purchasing of a fleet
of airplanes, and other large-scale undertakings frequently involve
SPEs. SPEs are a type of joint venture in which the sponsoring
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company can spread the enormous debt load required for the undertaking among the various parties to the SPE. Currently, numerous corporations and financial institutions house trillions of dollars
of debt in off-balance-sheet entities, like SPEs.
By using SPEs, such as limited partnerships with outside parties,
a company is permitted to increase leverage and ROA without
having to report debt on its balance sheet. The company contributes hard assets and related debt to an SPE in exchange for an
interest. The SPE then borrows large sums of money from a financial institution to purchase assets or conduct other business
without the debt or assets showing up on the sponsoring company’s financial statements. (For example, a company building a
pipeline could create an SPE, in which the SPE owns the pipeline
assets and issues debt to finance the project, using the pipeline assets as collateral.) To avoid classification of the SPE as a subsidiary
(thereby forcing the sponsoring entity to include the SPE’s financial position and results of operations in its financial statements),
certain conditions must be met, including that only 3 percent of
the SPE be owned by an outside investee. (This requirement will
change under a soon-to-be-released FASB Interpretation. See
below for further information.)
Many Companies Ultimately Are Responsible for the Losses
Incurred by Their Special—Purpose Entities
Financial institutions or other investors are willing to buy bonds
issued by SPEs because the debt often possesses a higher rating
than normal corporate debt issuances. The higher rating stems
from the belief that the SPE’s bonds will retain their value because the assets that support them are legally separate from the
parent company and are presumed to be of adequate value.
However, if those assets that were transferred to the SPE prove to
be less valuable than originally thought, the sponsoring company
of the SPE often is required to make up the shortfall. These offbalance-sheet arrangements may result in contractual or other
commitments by the sponsoring company, such as requirements
to fund losses, provide additional funding, or purchase capital
stock or assets, or may otherwise have financial impacts resulting
33

Aragen02.qxd 12/20/02 11:44 AM Page 34

from the performance or nonperformance of the other party. If
the SPE falls into financial trouble, the sponsoring company
could be faced with a tremendous crisis since it has guaranteed
the debt and performance of the SPE (sometimes called credit enhancements). It was these types of triggers that led to a number of
recent business failures and scandals.
Misuses of Special-Purpose Entities
Although SPEs and off-balance-sheet arrangements are used to
perform legal and necessary business transactions, these financial
tools have been misused to deceive shareholders, enrich management of the sponsoring company, conceal troubled assets, hide
debt, and keep other pertinent information from investors and
interested parties. Other misuses, questionable practices, and
risks involving SPEs include:
• Management may attempt to park underperforming assets
on the books of an SPE to keep the losses off the company’s financial statements.
• An unscrupulous company may sell suspect assets to an SPE
at inflated prices and then recognize the proceeds as revenue.
• Management may design an SPE to create the appearance
that the SPE’s investors and debt holders bear most of the
risk of loss, when in fact the sponsoring company retains
most or all of the risks.
• In an attempt to ensure the nominal owners of an SPE
reach a required percentage of outside equity investment in
the SPE, the sponsoring company may use other SPEs it
controls to make the necessary equity investments.
• Importantly, a company may fail to provide adequate and
clear disclosures about their off-balance-sheet arrangements in the financial statements.
Another major risk, and one that figured prominently in a recent
business failure, is the failure of a sponsoring company to consolidate the results of the operations, assets, and liabilities of an SPE
when the conditions required for nonconsolidation are not met.
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The Market and Washington Respond
Given the prominent place of SPEs in the recent headlines about
business failures, investors, politicians, regulators, and other professionals have clamored for a change in the way SPEs are used,
accounted for, and reported in financial statements. In particular,
attention is focused on (1) bringing these off-balance-sheet transactions back onto a sponsoring company’s balance sheet and (2)
requiring companies to make full and comprehensive disclosures
about their off-balance-sheet activities.
New Accounting Guidance for SPEs
The existing accounting literature related to SPEs is fragmented
and incomplete. SPEs engaged in activities other than leasing or
securitizations generally are not addressed by existing accounting
literature. In an attempt to clarify, add to, and improve that literature, the FASB has issued an exposure draft of a proposed interpretation of ARB No. 51, Consolidated Financial Statements. The
title of the proposed Interpretation is Consolidation of Certain
Special Purpose Entities, and it would apply to public and private
companies, but not nonprofit organizations, with an ownership
interest in, or a contract or other business relationship with an
SPE. The proposal aims not to restrict businesses’ use of SPEs but
to improve the financial reporting on them.
Current accounting standards require businesses to report, in
their consolidated financial statements, on subsidiaries in which
they have a controlling financial interest. But ARB No. 51 focuses on parent-subsidiary relationships based on voting ownership interests, which has led businesses to use the existence of
such interests as the criterion for determining whether they must
report on certain SPEs.
Consolidate If You Are the Primary Beneficiary. There is, however, another way to test for the presence of a controlling financial
interest. If a company does not control an SPE through a voting
ownership interest, the FASB Interpretation would require it to
determine whether it supports the SPE through a variable interest
(which may arise from financial instruments, service contracts,
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nonvoting ownership interests, or other arrangements). If the
company holds a majority of such interests in the SPE, that company would be the primary beneficiary. The Interpretation would
require that enterprise to include in its consolidated financial
statements the results of the SPE’s activities as well as its assets
and liabilities.
The above paragraph addressed situations in which a company
does not control an SPE through a voting ownership interest.
The proposed Interpretation states that if one or more parties
hold equity investments and five specific conditions are met, that
would subject an SPE to consolidation based on an evaluation of
voting interests as provided in ARB No. 51, instead of by the proposed Interpretation. The absence of any one of those conditions
indicates that the nominal owners of an SPE do not control the
SPE, and, therefore, the equity investment is a variable interest
subject to the provisions of the proposed Interpretation.
Equity Investment Up From 3 Percent to 10 Percent. One of
those five conditions is that the amount of the equity investment
is sufficient to allow the SPE to finance its activities without relying on financial support from variable interest holders. The proposed Interpretation includes a presumption that an equity
investment is insufficient to allow an SPE to finance its activities
unless the investment is equal to at least 10 percent of the SPE’s
total assets. The FASB established that presumption as a benchmark to emphasize that the old requirement for 3 percent equity
in EITF Issue 90-15, Impact of Nonsubstantive Lessors, Residual
Value Guarantee, and Other Provisions in Leasing Transactions, will
be nullified and that an equity investment as small as 3 percent is
not likely to be sufficient for most SPEs. The FASB intends that
presumption to apply in one direction only; that is, an equity investment of less than 10 percent is presumed to be insufficient,
but an equity investment of 10 percent is not presumed to be sufficient.
Disclosure Required. The proposed Interpretation also would require disclosure of information about the assets, liabilities, and
activities of consolidated SPEs by the primary beneficiaries and
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similar information about unconsolidated SPEs by enterprises
that act as administrators of those SPEs.
This new guidance aims to ensure that unconsolidated SPEs are
truly independent of their sponsoring companies. The FASB believes that the proposed Interpretation would require existing unconsolidated SPEs to be consolidated by primary beneficiaries if
they do not effectively disperse risks among parties involved.
SPEs that effectively disperse risks would not be consolidated unless a single party holds an interest or combination of interests
that effectively recombines risks that were previously dispersed.
Qualifying SPEs. Qualifying special-purpose entities (QSPEs),
as described in FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities,
and other SPEs with similar characteristics are examples of SPEs
that disperse risks. The proposed Interpretation states that no
party would be required to consolidate a QSPE unless a party has
rights or obligations or both that would have prevented it from
derecognizing the assets had it been the transferor.
Effect of Proposed Interpretation on EITF Issues. The proposed
Interpretation would nullify the consensuses reached in EITF
Issue No. 90-15; EITF Issue No. 96-20, Impact of FASB Statement No. 125 on Consolidation of Special Purpose Entities; and
EITF Topic No. D-14, Transactions Involving Special Purpose Entities. The provisions of the proposed Interpretation would partially nullify the consensuses reached in EITF Issue No. 96-21,
Implementation Issues in Accounting for Leasing Transactions Involving Special Purpose Entities, and EITF Issue No. 97-1, Implementation Issues in Accounting for Lease Transactions, including
Those Involving Special Purpose Entities.
Effective Date. The proposed Interpretation is expected to be issued by the end of 2002. Its provisions would be applied immediately to SPEs created after the issuance date of the final
interpretation. For SPEs created before that date, the provisions
of the proposed Interpretation would be applied to those SPEs
still existing as of the beginning of the first fiscal year or interim
period beginning after June 15, 2003.
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Auditing SPEs and Off-Balance-Sheet Arrangements
Auditors should be alert to the existence or creation of SPEs.
SPEs may be in the form of corporations, partnerships, limited
liability companies, trusts, structured finance entities, or other
kinds of agreements, relationships, or understandings. If an SPE
has been identified, auditors should ensure that they understand the ownership structure of the entity, all significant terms
of the transactions between the entity and the SPE and that
management’s conclusions regarding nonconsolidation and offbalance-sheet treatment are appropriate under GAAP. Companies may take SPEs to new heights of complexity and
sophistication, capitalizing them with not only a variety of hard
assets and liabilities, but also extremely complex derivative financial instruments, its own restricted stock, rights to acquire
its stock, and related liabilities. As a result of the complexity of
these structures and the scrutiny that this area of accounting is
currently undergoing, auditors may need to consult with their
national office or other technical experts regarding these kinds
of structures and related transactions to ensure the appropriateness of accounting and disclosures.
These arrangements may present exposures to the company for
which the company’s maximum possible liability is not reflected
in the financial statements. The exposure can consist of exposures
arising from contractual or other commitments as well as economic or legal compulsions to fund losses, provide additional
funding, purchase capital stock or assets, or otherwise be financially effected by the performance or nonperformance of the
other party.
Some Incremental Procedures to Perform. In light of the unique
nature of SPEs, the auditor should carefully consider whether
transactions entered into with the SPE represent related-party
transactions. Incremental procedures, as appropriate, may be necessary to understand the nature of the arrangements and to ascertain whether they represent related-party transactions. This is
particularly the case if an entity enters into transactions with
SPEs that are outside the company’s normal course of business.
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Incremental procedures that the auditor may wish to consider
include:
• Determining whether the issuer of loans or investments
held or the primary obligor of debt guarantees issued indicate that an SPE may be involved
• Inquiring as to the nature and terms of any SPE or structured financial arrangements
• Reviewing significant documents and agreements related
to significant transactions involving SPEs
• Inquiring about any modifications to existing SPEs that
may have been made in the current period that could affect
the accounting determined at the date of the transaction
Making Sure Enough Evidence Is Obtained. In some circumstances, different auditors may exist for the SPE, or the SPE may
not be audited. Situations may also exist in which the auditor is
denied access to the books and records of the SPE because of a
lack of an entity interest in the SPE or other legal right to demand such access. Particularly in view of recent events and the
risk of material misstatement of the financial statements due to
fraud, auditors should consider conducting further procedures
with respect to the books and records of the SPE, particularly focusing on whether the requisite outside investment in the SPE existed at the time of the transaction and continues to exist in
subsequent periods. If the auditor is not allowed to confirm that
GAAP has been followed, either through testing of the SPE’s accounting records or through confirmation with other investors,
auditors, or other third parties, the auditor should consider
whether there is a scope limitation.
If the auditor determines that off-balance-sheet arrangements and
transactions represent related-party transactions, the auditor
should refer to the related-party standards and guidance (see the
topic entitled “Special Advice on Related Parties and Recent Accounting Scandals” of this section). Additionally, the auditor
should consider tailoring the management representation letter to
include specific representations on critical issues and assumptions
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related to SPE transactions and confirming that all relevant information and documents have been provided. When warranted,
representations should also confirm that no side agreements exist
that would materially affect the accounting.
Synthetic Leases

Synthetic lease structures allow a company to treat a business
arrangement as an operating lease for financial reporting purposes
and yet gain the benefits of deducting interest and depreciation for
tax purposes. Differences between the criteria for an operating
lease under GAAP and under tax regulations create the opportunity for synthetic leasing to occur. SPEs are normally used to facilitate these transactions. Basically, a company establishes an SPE to
own property. That SPE leases the property back to the company
that created the SPE. In this manner, a company can gain the benefits of having real estate, without having to report any related assets or liabilities (i.e., heavy mortgage) in its financial statements.
And, as stated above, it reaps certain tax benefits.
Accounting for Synthetic Leases
The accounting for synthetic leasing is mainly contained in EITF
Issue No. 90-15. Further guidance is contained in EITF Issue 9621, Implementation Issues in Accounting for Leasing Transactions
Involving Special-Purpose Entities; EITF Issue No. 97-1, Implementation Issues in Accounting for Lease Transactions, Including
Those Involving Special-Purpose Entities; and EITF Issue No. 9710, The Effect of Lessee Involvement in Asset Construction. EITF
Issue No. 90-15 lists three conditions that, if met, would require
a company to consolidate the lessor SPE. These conditions essentially indicate that the lessee is bearing substantially the risks and
returns of the leased property. If the conditions are not met, the
company would have a synthetic lease which they would treat as
an off-balance-sheet arrangement.
The proposed Interpretation of ARB No. 51, discussed above in
the section entitled “Special Purpose Entities,” would make it
much more difficult for lessees to avoid consolidating the lessor
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SPE. In many cases, the lessee in the synthetic lease is the primary
beneficiary of the lessor SPE. The proposed Interpretation would
have the primary beneficiary consolidate the SPE into its financial statements. FASB’s proposed Interpretation would nullify
some of the EITF Issues listed above and would change the accounting for synthetic leases.
Risks to Watch for
If the economy weakens, synthetic leases may become a trouble
spot for entities engaged in such arrangements. Normally, the
large amounts of debt that finance the SPE’s acquisition of real
estate in a synthetic lease becomes due in a short time (three to
seven years). In poor economic times, the borrower SPE may run
into difficulty refinancing that debt or selling the property. Companies that are the lessees in these arrangements (basically, the
company that sponsored the SPE) may be on the hook for guaranteeing the debt or lease obligation.
Tips for Auditors
Auditing advice related to synthetic leases is similar to the guidance presented in the “Special-Purpose Entities” section of this
Alert, and you should read that section for auditing information.
In some cases, synthetic leases and the related guarantees may be
hidden and difficult to identify. Be on the lookout for terms that
may point to the existence of a synthetic lease, such as:
• Tax-retention operating leases
• Residual value guarantees
• Restricted cash (meaning that the company may be guaranteeing lease obligations)
FASB Statement No. 142 Accounting Reminder

Auditors should be alert to the proper implementation of FASB
Statement No. 142, Accounting for Goodwill and Intangible Assets,
at their clients. FASB Statement No. 142 requires substantially
different accounting for goodwill and intangible assets than was
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previously required under accounting principles. Ensuring that
an entity’s financial reporting properly reflects the requirements
of FASB Statement No. 142 will be a challenge for management.
These challenges include measuring fair value, determining useful lives, determining amortization methods, estimating residual
values, ascertaining reporting units, and performing impairment
testing. Auditing goodwill and intangible assets under these new
principles may present challenges to auditors. You should be familiar with the accounting requirements of FASB Statement No.
142 and carefully plan the nature, timing, and extent of your
audit procedures related to goodwill and intangible assets.
Reminder About Asset Retirement Obligations

FASB Statement No. 143, Accounting for Asset Retirement Obligations, changes the measurement approach for asset retirement
obligations and is effective for financial statements issued for fiscal years beginning after June 15, 2002. Auditors are reminded
that FASB Statement No. 143 differs from previous practice in
several significant respects:
• Under FASB Statement No. 19, Financial Accounting and
Reporting by Oil and Gas Producing Companies, and most
current practice, an amount for an asset retirement obligation was recognized using a cost-accumulation measurement approach. Under FASB Statement No. 143, the
amount initially recognized is measured at fair value.
• Under FASB Statement No. 19 and most current practice,
amounts for retirement obligations were not discounted
and, therefore, no accretion expense was recorded in subsequent periods. Under FASB Statement No. 143, the liability is discounted and accretion expense is recognized using
the credit-adjusted risk-free interest rate in effect when the
liability was initially recognized.
• Under FASB Statement No. 19, dismantlement and restoration costs were taken into account in determining amortization and depreciation rates. Consequently, many entities
recognized asset retirement obligations as a contraasset.
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Under FASB Statement No. 143, those obligations are recognized as a liability. Also, under FASB Statement No. 19,
the obligation was recognized over the useful life of the related asset. Under FASB Statement No. 143, the obligation
is recognized when the liability is incurred.
Some current practice views a retirement obligation as a contingent liability and applies FASB Statement No. 5, Accounting for
Contingencies, in determining when to recognize a liability. The
measurement objective in FASB Statement No. 143 is fair value,
which is not compatible with a FASB Statement No. 5 approach.
A fair-value measurement accommodates uncertainty in the
amount and timing of settlement of the liability, whereas under
FASB Statement No. 5, the recognition decision is based on the
level of uncertainty.
Declines in the Value of Securities

The declining stock market and uncertain business environment
raise issues about the valuation and impairment of securities. Various market indexes have fallen significantly and near-term recovery is uncertain. Securities need to be evaluated to determine
whether there has been a decline in value that is other than temporary. FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, establishes accounting
standards for both marketable equity and debt securities. Regardless of the valuation method used, GAAP might require recognizing in earnings an impairment loss for a decline in fair value that
is other than temporary (note that in the case of trading securities, unrealized holding gains and losses are included in earnings).
Management should determine whether a decline in fair value
below amortized cost basis is other than temporary. If the decline
in fair value is judged to be other than temporary, the cost basis of
the individual security should be written down to fair value as a
new cost basis and the amount of the write-down should be included in earnings. The new cost basis shall not be changed for
subsequent recoveries in fair value.
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Investigating Declines in Value
Management should investigate declines in the value of investments in securities caused by general market conditions or specific information pertaining to an industry or an individual
company. Acting upon the premise that a write-down may be required, management should consider all available evidence to
evaluate the fair value of its investment. Therefore, in conducting
its investigation, management should consider the possibility that
each decline may be other than temporary and reach its determination only after consideration of all available evidence relating
to the fair value of the security.
Other than temporary does not mean permanent. Thus, the point
at which management deems the decline to no longer be temporary triggers the obligation to write down the investment. This
point may precede a determination that an investment is permanently impaired.
Factors Indicating a Decline Is Other Than Temporary
Judgment is required in determining whether factors exist that
indicate that an impairment loss has been incurred at the end of
the reporting period. These judgments are based on subjective as
well as objective factors, including knowledge and experience
about past and current events and assumptions about future
events. The following are examples of such factors:
• Fair value is significantly below cost and:
– The decline is attributable to adverse conditions specifically related to the security or to specific conditions in
an industry or in a geographic area.
– The decline has existed for an extended period of time.
– Management does not possess both the intent and the
ability to hold the security for a period of time sufficient to allow for any anticipated recovery in fair value.
• The security has been downgraded by a rating agency.
• The financial condition of the issuer has deteriorated.
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• Dividends have been reduced or eliminated, or scheduled
interest payments have not been made.
• The entity recorded losses from the security subsequent to
the end of the reporting period.
Determining the Fair Value of a Security
Management’s assessment of the fair value of a security should
begin with its contemporaneous market price because that price
reflects the market’s most recent evaluation of the total mix of
available information. Objective evidence is required to support a
fair value in excess of a contemporaneous market price. Such information may include:
• The issuer’s financial performance including such factors as:
–
–
–
–

Earnings trends
Dividend payments
Asset quality
Specific events

• The near-term prospects of the issuer
• The financial condition and prospects of the issuer’s region
and industry
• Management’s investment intent
Management should employ a systematic methodology that includes the documentation of the factors considered. Such
methodology should ensure that all available evidence concerning
declines in market values below cost will be identified and evaluated in a disciplined manner by responsible personnel.
Audit Implications
SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (AICPA, Professional Standards, vol. 1,
AU sec. 332), provides guidance on auditing investments in securities. The companion AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities provides
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essential guidance on how to apply SAS No. 92 to your audits. You
should familiarize yourself with the guidance in these publications.
The auditor should evaluate (1) whether management has considered relevant information in determining whether factors such
as those listed above exist and (2) management’s conclusions
about the need to recognize an impairment loss. That evaluation
requires the auditor to obtain evidence about such factors that
tend to corroborate or conflict with management’s conclusions. If
the entity has recognized an impairment loss, the auditor should
gather evidence supporting the amount of the impairment adjustment recorded and determine whether the entity has appropriately followed GAAP.
The auditor is not responsible for designing procedures to detect
the presence of these factors per se. Rather, the auditor should
consider whether management has considered information that
would be relevant in determining whether such factors exist. For
example, the auditor would not be responsible for determining
whether the financial condition of the issuer of a security has deteriorated, but instead, would ask management how it considered
the issuer’s financial condition. Once the auditor has determined
that the entity considered relevant information, the auditor is responsible for evaluating management’s conclusion about the need
to recognize an impairment loss. To perform this evaluation, the
auditor should gather evidence about factors that tend to corroborate or conflict with management’s conclusions.
If the entity has recognized an impairment loss, and the auditor
agrees with that conclusion, the auditor should:
• Determine that the write-down of an investment to a new
cost basis is accounted for as a realized loss.
• Test the calculation of the loss recorded.
• Determine that the new cost basis of investments previously written down is not changed for subsequent recoveries in fair value.
• Review a summary of investments written down for completeness and unusual items.
46

Aragen02.qxd 12/20/02 11:44 AM Page 47

• Assess the credit rating of the counterparty.
• Conclude on the adequacy of impairment adjustments
recorded.
Round-Trip Transactions

The business community and the accounting profession have
been witnessing numerous news stories of late concerning
“round-trip” or “wash” transactions. These practices have been
connected to the energy-trading and dot-com industries, most recently. The goal of these inappropriate accounting practices is to
artificially inflate revenues by creating a circular flow of money
that comes back to the company.
Round-trip transactions can take many forms depending upon
the industry and the circumstances involved. As an example of
how these practices may be conducted in the dot-com sector, an
arrangement is put in place by which Company A pays inflated
sums to various vendors for services or products; in turn the vendors use these funds to buy online advertising from Company B.
Company B then buys online advertising from Company A either on their own behalf or as agents for other advertisers. Company A records the funds it received from Company B as revenue
in its financial statements, in violation of GAAP.
In the energy industry, round-trip transactions or wash trades essentially involve passing power back and forth. Companies swap
the same amounts of power at the same prices to boost revenue
totals.
Auditors should be alert to the possible existence of round-trip
trading at their clients and perform audit procedures, as deemed
necessary, to identify and test transactions that may point to
round-trip accounting. If your client engages in advertising barter
transactions, the guidance established in EITF Issue No. 99-17,
Accounting for Advertising Barter Transactions, should be applied.
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Deferring or Eliminating Current Expenses

A major method of managing earnings, and one that has garnered
major headlines lately, consists of not recording or deferring current expenses. Questionable or fraudulent accounting practices
related to the recognition of expenses is nothing new; however,
given the recent rise in reported inquiries and investigations concerning questionable or fraudulent expense recognition practices,
auditors should heighten their awareness of this risk and be alert
to how management often uses expense accounting to manage
earnings. Methods in the news recently include:
• Capitalizing costs that should be expensed
• Inflating the salvage values and useful lives of depreciable
assets
• Failing to record accrued expenses
• Failing to write off capitalized costs on projects that are no
longer viable (For instance, costs related to the construction
of a major asset, which were capitalized, remained as capitalized assets after the construction project was canceled.)
• Reversing the recording of expenses in one period and rerecording them in the next period (Thus, expenses that have
been incurred, paid, and recorded in a period are removed
from the accounting records and reinstated in the next period, thus violating the matching principle and GAAP.)
• Failing to record adequate asset valuation allowances like
inventory shrinkage and doubtful receivable accounts
• Netting expenses with unrelated income
• Improperly classifying expenses on the income statement
Expenditures Related to Existing Assets
Often, one may encounter difficulty in determining whether an
expenditure is a capital expenditure or a normal expense. In general, costs incurred that increase the future benefits of an asset or
increase its useful life should be capitalized and costs incurred
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that maintain an existing level of benefit or service should be expensed. Said again, costs that do not increase an asset’s future
benefits should be expensed.
Ordinary repairs and maintenance expenses should be expensed
in the period they are incurred. If the repair is a major repair that
will benefit several future periods, consideration should be given
to treating the major repair as an improvement. Improvements to
and replacements of existing assets may be difficult to differentiate from normal repairs. Judgment must be applied in determining whether the costs incurred actually increase the future
service/benefit potential of the asset. If they do, those costs
should generally be capitalized.
Disclosure of Factoring Arrangements

Auditors are reminded that factoring arrangements that exist at
their clients may need to be disclosed in the financial statements.
Factoring arrangements are a means of discounting accounts receivable on a nonrecourse, notification basis. Accounts receivable
are sold outright, usually to a transferee (the factor) that assumes
the full risk of collection, without recourse to the transferor in the
event of a loss. Debtors are directed to send payments to the
transferee. Factoring arrangements that meet the criteria in paragraph 9 of FASB Statement No. 140, should be accounted for as
sales of financial assets because the transferor surrenders control
over the receivables to the factor. FASB Statement No. 140 provides guidance on required disclosures.
Cookie-Jar Accounting—Manipulation of Accounting Estimates
and Accruals

The increased difficulty in reporting positive or improving financial results during difficult economic times may raise pressure on
management to adopt aggressive accounting practices that may
improve operating results. Accounting estimates and accruals, by
their nature, are easily subject to aggressive accounting practices
and therefore are a means to manage earnings. Some of the financial reporting scandals in the news of late involved the use of
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cookie-jar reserves to manage earnings. Simply put, cookie jar accounting consists of overstating accruals, allowances, and other
reserves in one period and then reversing them in a subsequent
period to boost reported earnings. Auditors may need to pay special attention to this risk on their engagements.
Preparers of financial statements should understand the economic substance of a transaction, and then reflect it properly in
the books and records of the company. However, this is not always easy, as accounting rules are not simply black and white, and
the nature of transactions is ever more complex.
Changes in estimates may be acceptable when supported by real
economic facts, but changing estimates if the underlying economics of the business do not support the change, and without any
disclosure, is inappropriate. Auditors may need to review changes
in estimates to determine that they are appropriate, timely, and
adequately supported with sufficient competent evidential matter.
In addition, the company’s disclosures need to comply with the requirements of APB Opinion No. 20, Accounting Changes, regarding the need to disclose material changes in accounting estimates.
Paragraph 33 of APB Opinion No. 20 specifically requires companies to disclose the effect on income and per share amounts for a
change that affects several future periods.
Similarly, as required by Item 303 of Regulation S-K, SEC registrants should also disclose in Management’s Discussion and
Analysis (MD&A) changes in accounting estimates that have a
material effect on the financial condition or results of operations
of the company, or trends in earnings, or would cause reported financial information to be not necessarily indicative of future operating results or of future financial condition.
SAS No. 57 and Auditing Guidance
Accruals and other estimates are highly subjective and difficult for
auditors to verify. When auditing accounting estimates, auditors
should give close attention to the underlying assumptions used by
management. SAS No. 57, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1, AU sec. 342), provides guidance on
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obtaining and evaluating sufficient competent evidential matter to
support significant accounting estimates used in a client’s financial
statements. The guidelines set by SAS No. 57 include:
• Identifying the circumstances that require accounting
estimates
• Considering internal control related to developing accounting estimates
• Evaluating the reasonableness of management’s estimate by
reviewing and testing the process used and the assumptions made
• Developing an independent expectation about the estimate
As discussed in SAS No. 57, auditors should carefully consider the
effects of postbalance-sheet events on the estimation process. Auditors should refer to SAS No. 1, Codification of Auditing Standards
and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 560),
which provides guidance on events or transactions that have a material effect on financial statements and that occur subsequent to
the balance-sheet date but before the issuance of the financial statements and the auditor’s report. Such events or transactions may require adjustment or disclosure in the financial statements.
Evaluating the Support for Management’s Assumptions
Management can easily manage and boost earnings by changing
the assumptions underlying key accounting estimates. For example, management can change the expected life of some long-term
assets to reduce depreciation expense, or management can decide
to become more optimistic about when customers will pay their
debts and thus reduce bad debt expense on the company’s books.
When evaluating the support for the assumptions underlying an
accounting estimate, you will probably have to rely on evidence
that is persuasive, not convincing. Rarely will you be able to obtain
enough evidence to be convinced beyond all reasonable doubt.
In order for you to be persuaded, there should be a preponderance of information to support each significant assumption. Preponderance does not mean that a statistical majority of available
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information points to a specific assumption. Rather a preponderance of information exists when the weight of available information tends to support the assumption.
Remember, as an auditor, you are not trying to conclude that any
one given outcome is expected. What you are trying to do is to
determine whether certain assumptions are supportable and in
turn provide a reasonable basis for the development of the soft accounting information.
When evaluating the support for assumptions you should consider whether:
• Sufficient pertinent sources of information about the assumptions have been considered.
• The assumptions are consistent with the sources from
which they were derived.
• The assumptions are consistent with each other.
• The assumptions are consistent with management’s plans.
• The information used to develop the assumptions is reliable.
• The logical arguments or theory, considered with the data
supporting the assumptions, are reasonable.
Practical guidance on auditing estimates is available in the
AICPA Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk). This publication includes
information on how to plan effectively for the audit of soft accounting information, gather and assess relevant audit evidence,
and present and disclose proper financial statements. Case examples and information sources necessary to conduct general business and industry research are also included.
Spring-Loading and Premerger Outlays

An entity acquiring another entity may try to worsen the reported financial performance of the purchased company during
the period immediately preceding the acquisition date, the stub
period. By worsening the financial performance of the acquired
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company before the acquisition, management will find it much
easier to report “improved” performance after the acquisition,
thus demonstrating the positive effects of the business combination and providing a pop in reported earnings. This practice is
often referred to as spring-loading. Generally, the practice involves
accelerating the purchased company’s payment of payables and
other obligations, and writing down investments and other assets
on the purchased company’s books. These practices may not necessarily violate the letter of any GAAP standard.
Inappropriately Large Reserves
However, this sort of financial engineering may involve the deliberate inflation of reserves and allowances recorded on the acquired
company’s books. These inflated reserves are then reversed in the period following the acquisition providing a generous burst of earnings growth. Accounts that can be manipulated like this include:
• Reserves for merger costs
• Inventory obsolescence allowance
• Pension allowances
• Restructuring reserves
• Reserves for worker’s compensation and medical insurance
Auditors should be on the lookout for these kinds of accounting
practices and determine that appropriate GAAP is being followed. Refer to the section of this Alert entitled “Cookie-Jar Reserves” for guidance on accounting for estimates and auditing
those amounts.
Overvaluing Equity Investments and the Fair Value of
Derivative Instruments

The business and accounting scandals in the news lately revealed
accounting improprieties related to investment valuation and derivative instrument valuation. Trouble spots consisted of overvaluing equity investments and overestimating the fair value of
derivative contracts; specifically, derivative contracts involved in
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energy trading. By over-valuing a derivative instrument or an investment, gains result which enhance reported earnings. Auditors
should be on the lookout for inflated investment and derivative
valuations.
Accounting for Investments in Equity Securities
Generally speaking, FASB Statement No. 115 provides the accounting for investments in equity securities in which the investor holds less than a 20-percent interest in the investee. APB
Opinion No. 18, The Equity Method of Accounting for Investments
in Common Stock, provides the accounting for investments in
which the investor exercises significant influence over the investee
(usually 20- to 50-percent ownership interest). When an investor
owns over 50 percent of an investee, then consolidation of the investee into the investor’s financial statements is usually required
as described in ARB No. 51, as amended by FASB Statement No.
94, Consolidation of All Majority-Owned Subsidiaries.
Accounting for Derivatives at Fair Value
FASB Statement No. 133, Accounting for Derivative Instruments
and Hedging Activities, requires all derivatives reported in the
statement of financial position to be measured at fair value. The
more complex a derivative, the more difficult it is to determine its
fair value. The fair values of derivatives that are exchange-traded
are available from independent pricing sources, such as financial
publications. The fair values of other derivatives and securities
may be available through broker-dealers not affiliated with the
entity. Determining fair value can be particularly difficult, however, if a transaction has been customized to meet individual user
needs. Valuation risk exists whenever models (as opposed to
quoted market prices) are used to determine the fair value of a derivative or security.
Additional Accounting Information on Energy Trading
Contracts
EITF Issues No. 98-10, Accounting for Contracts Involved in Energy Trading and Risk Management Activities, and No. 00-17,
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Measuring the Fair Value of Energy-Related Contracts in Applying
Issue No. 98-10, and EITF Topic No. D-105, Accounting in Consolidation for Energy Trading Contracts between Affiliated Entities
When the Activities of One but Not Both Affiliates Are within the
Scope of Issue No. 98-10, address various aspects of the accounting
for contracts involved in energy trading and risk management activities. EITF Issue No. 02-3, Issues Related to Accounting for Contracts Involved in Energy Trading and Risk Management Activities,
has been developed to codify and reconcile the EITF consensuses
on those Issues, and identify other related interpretive issues that
have not yet been addressed by the EITF.
At their October 2002 meeting, the EITF reached a consensus to
rescind EITF Issue No. 98-10, the impact of which is to preclude
mark-to-market accounting for all energy trading contracts not
within the scope of FASB Statement No. 133. The EITF also
reached a consensus that gains and losses on derivative instruments within the scope of FASB Statement No. 133 should be
shown net in the income statement if the derivative instruments
are held for trading purposes. The consensuses reached effectively
supersede the consensuses reached on EITF Issue No. 02-3 at the
June 19-20, 2002, EITF meeting. The consensus regarding the
rescission of EITF Issue No. 98-10 is applicable for fiscal periods
beginning after December 15, 2002. Energy trading contracts
not within the scope of FASB Statement No. 133 purchased after
October 25, 2002, but prior to the implementation of the consensus are not permitted to apply mark-to-market accounting.
Auditing Investment and Derivative Valuation
The auditor should obtain evidence supporting management’s assertions about the fair value of derivatives and securities measured
or disclosed at fair value. The auditor should determine whether
GAAP specify the method to be used to determine the fair value
of the entity’s derivatives and evaluate whether the determination
of fair value is consistent with the specified valuation method.
GAAP may require that an investment or derivative be valued
based on cost, the investee’s financial results, or fair value. GAAP
may also require disclosures about the value of an investment or
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derivative. Auditors should follow the guidance in SAS No. 92, as
appropriate. Auditors should also read chapter 6 of the AICPA
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities, which contains a wealth of guidance
on auditing valuation assertions and other related matters.
Valuation Models Can Be Easy to Tweak
The valuation problems in the news concerned the use of a valuation model and the ease with which it was manipulated by management to bump up the value of investments and derivative
contracts, and increase reported income. If the client uses a
model to estimate the fair value of an investment or derivative,
the auditor may assess the reasonableness and appropriateness of
the model by testing the procedures used by management. A valuation model may be easy to adjust in various ways to inflate the
reported valuation of an investment or derivative. Consider the
following auditing procedures:
1. Identify whether there are controls over the preparation of
accounting estimates and supporting data that may be useful in the evaluation.
2. Identify the sources of data and factors that management
used in forming the assumptions, and consider whether
such data and factors are relevant, reliable, and sufficient
for the purpose based on information gathered in other
audit tests.
3. Consider whether there are additional key factors or alternative assumptions about the factors.
4. Evaluate whether the assumptions are consistent with each
other, the supporting data, relevant historical data, and industry data.
5. Analyze historical data used in developing the assumptions
to assess whether the data are comparable and consistent
with data of the period under audit, and consider whether
such data are sufficiently reliable for the purpose.
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6. Consider whether changes in the business or industry may
cause other factors to become significant to the assumptions.
7. Review the available documentation of the assumptions
used in developing the accounting estimates and inquire
about any other plans, goals, and objectives of the entity, as
well as consider their relationship to the assumptions.
8. Consider using the work of a specialist regarding certain
assumptions.
9. Test the calculations used by management to translate the
assumptions and key factors into the accounting estimate.
Exchanges of Nonmonetary Assets

Several recent financial reporting scandals involved the business
practices of telecommunications companies “swapping” network capacity. Many of these articles suggest that the companies entering
into these transactions may have inappropriately inflated their operating results by recognizing revenue for the network capacity sold,
and recording long-term fixed assets for the capacity purchased.
Getting the Accounting Right
In general, APB Opinion No. 29, Accounting for Nonmonetary
Transactions, requires that the accounting for the exchange of
nonmonetary assets be based on the fair value of the asset received or given up, whichever is more reliably determinable. One
of the exceptions to this general principle is an asset exchange
that does not represent the culmination of the earnings process.
For example, an exchange of an asset held for sale in the ordinary
course of business (such as inventory) for an asset to be sold in
the same line of business. Furthermore, the exchange of a productive asset not held for sale for a similar productive asset also is
not viewed as the culmination of the earnings process. These
types of nonmonetary exchange transactions are required to be
accounted for based upon the recorded amount, or book value, of
the asset relinquished.
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The simultaneous exchange of nonmonetary assets along with
equal amounts of cash consideration between the parties to an
exchange would raise significant questions about substance over
form. If cash consideration is exchanged between the parties to a
transaction concurrently with an asset exchange, questions may
arise as to the substance or business purpose of the transaction
structure, and whether that structure has an economic purpose or
is designed solely to remove the transaction from the scope of the
accounting literature governing nonmonetary asset exchanges.
In these situations, a careful analysis of the specific facts and circumstances surrounding the transaction would have to be made.
To the extent that the “check swapping” between the parties lacks
economic substance, such a practice should not alter the accounting for such exchange transactions. In other words, the accounting rules for nonmonetary asset exchanges should be followed.
In addition to APB Opinion No. 29, accounting guidance concerning nonmonetary exchanges is discussed in EITF Issues No.
01-2, Interpretations of APB Opinion No. 29; No. 98-3, Determining Whether a Nonmonetary Transaction Involves Receipt of Productive Assets or of a Business; No. 93-11, Accounting for Barter
Transactions Involving Barter Credits; No. 99-17, Accounting for
Advertising Barter Transactions; No. 84-39, Transfers of Monetary
and Nonmonetary Assets among Individuals and Entities under
Common Control; and No. 91-5, Nonmonetary Exchange of CostMethod Investments.
Financial Statement Disclosures
Companies that engage in material nonmonetary transactions during a reporting period are required, under APB Opinion No. 29, to
disclose, in the footnotes to the financial statements, the nature of
the transactions, the basis of accounting for the assets transferred
(that is, fair value or book value), and gains or losses recognized.
FASB Statement No. 95, Statement of Cash Flows, requires that information about all investing and financing activities of an enterprise that affect recognized assets or liabilities but that do not result
in cash receipts or payments, such as nonmonetary asset exchanges,
be disclosed in the footnotes to the financial statements.
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Furthermore, the SEC’s rules require registrants to include in
their MD&A, a discussion of the known trends, demands,
events, commitments, and uncertainties that are reasonably likely
to materially affect a registrant’s liquidity, capital resources, and
the results of operations. To the extent that nonmonetary exchange transactions have a significant impact on a registrant’s liquidity, capital resources, or results of operations, the disclosure of
these transactions in MD&A would be required.
Accounting for Telecommunications Capacity Swaps
The expansion of fiber optic communications increased the frequency of transactions involving the “sale” of network capacity.
The granting of an indefeasible right to use such network capacity if often referred to as an IRU. Pursuant to an IRU, an entity
purchasing network capacity has the exclusive right to use a specified amount of capacity for a period of time.
As mentioned above, some telecommunications entities swap
network capacity. The SEC staff has concluded that all IRU capacity swaps consisting of the exchange of leases should be evaluated within paragraph 21 of APB Opinion No. 29. That is, if a
swap involves leases that transfer the right to use similar productive assets, the exchange should be treated as the exchange of similar productive assets, irrespective of whether the “outbound”
lease is classified as a sales-type lease, direct financing lease, or operating lease and irrespective of whether the “inbound” lease is
classified as a capital lease or an operating lease. The SEC staff believes that the lease classification criteria of FASB Statement No.
13, are not an appropriate basis for an entity to “filter” a determination of whether the exchange involves similar productive assets.
This conclusion is based on the thought that the right to use an
asset, i.e., a lease, is in fact an asset and not a service contract, irrespective of whether such asset is recognized in a company’s balance sheet.
This conclusion would require that IRU capacity swaps involving
the exchange of leases be recognized based on the carrying value
of the assets exchanged, rather than at fair value. The SEC staff
did point out that exchanges involving sufficient boot would still
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be treated as part monetary and part nonmonetary as per EITF
Issue No. 01-2.
The SEC staff expects that registrants will apply this guidance
historically to IRU capacity swap transactions that occurred in
prior years and, if appropriate, restate their financial statements.
Expensing Stock Options

As a rash of accounting scandals has put the spotlight on companies’ financial statements, the accounting treatment of stock options has come under scrutiny. During the second half of 2002,
several major U.S. companies have announced their intentions to
change their method of accounting for employee stock options to
an approach that recognizes an expense for the fair value of the
options granted in arriving at reported earnings.
Pros and Cons of Expensing Stock Options
The debate to expense or not to expense stock options rages on.
Proponents of expensing stock options argue that stock options
represent a large percentage of executive pay. Since all other types
of compensation must be deducted from earnings, they say options should be no exception. Supporters of expensing stock options insist that there has always been a cost for issuing options.
When options are exercised, they add to the shares outstanding,
in turn driving down earnings per share. To combat this dilutive
effect, many companies buy back large number of shares that
their executives have exercised. The cash required to buy back
these shares is no longer available for use in running and improving the company. Moreover, these companies are not able to use
the funds they otherwise would have received by selling those
shares in the open market. Therefore, those who support expensing options argue that such costs should be reflected in earnings.
Finally, in today’s scandalous climate, many more companies are
choosing to expense stock options in the hopes of regaining the
public’s confidence in financial reporting.
But there are many who disagree. Granting options requires no
cash outlay, like salaries. Since there is no real cost for compa60
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nies to deduct, opponents argue that expensing them will unfairly affect earnings. In addition, there is no universal standard
for expensing options and all valuation methods require assumptions and estimates. Expensing options could reduce the
accuracy of the income statement and leave them open to manipulation. Thus, those who oppose expensing stock options
believe that expensing options will undermine the very transparency that the investors are demanding.
FASB Statement No. 123 or APB Opinion No. 25
FASB Statement No. 123, Accounting for Stock Based Compensation, defines a fair-value-based method of accounting for employee stock options and encourages all entities to adopt that
method of accounting for all of their employee stock option
plans. When the Statement was developed in the mid 1990s, it
met with significant opposition from the business community.
Therefore, while FASB Statement No. 123 provides that expense
recognition for the fair value of employee stock options granted is
the preferable approach, it allows companies to continue to measure compensation cost using the intrinsic value-based method of
accounting prescribed by APB Opinion No. 25. Those companies that elect to remain with the accounting in APB Opinion
No. 25 must make pro forma disclosures of net income and, if
presented, earnings per share, as if the fair-value method of accounting as defined by FASB Statement No. 123 has been used.
Under the fair-value-based method, compensation cost is measured at the grant date based on the value of the award and is
recognized over the service period, which is usually the vesting
period. Under the intrinsic-value-based method, compensation
cost is the excess, if any, of the quoted market price of the stock
at grant date over the amount an employee must pay to acquire
the stock.
FASB Project to Reconsider Transition and Disclosure
Provisions of FASB Statement No. 123
As more and more companies are adopting the preferable approach of FASB Statement No. 123, Accounting for Stock-Based
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Compensation, the FASB has undertaken a limited scope project
to reconsider the transition and disclosure provisions of FASB
Statement No. 123. This proposal does not require companies to
adopt the fair-value recognition provisions of FASB Statement
No. 123.
The FASB proposal, as it is currently written, would allow those
companies who decide to voluntarily adopt the fair-value method
to choose from one of three transition methods. Disclosure requirements would be amended also under the proposal to require
disclosure of the following information in the accounting policy
note of annual and interim financial reports:
• The method of accounting for stock options used in each
period presented
• Until such time as stock compensation expense recognized
in each period has been measured under the fair-value
recognition provisions of FASB Statement No. 123, tabular presentation of:
– Total stock compensation cost included in net income
each period
– Additional stock compensation cost that would have
been included in net income had the fair-value recognition provisions of FASB Statement No. 123 been
adopted as of its effective date
– Pro forma net income and earnings per share that
would have been reported had fair-value recognition
provisions of FASB Statement No. 123 been adopted as
of its effective date
The FASB expects to issue an exposure draft of these proposed
changes to FASB Statement No. 123 in late 2002.

Potential Future Audit and Business Risks
Auditors should keep alert to the following matters that may be
lurking as potential future risks at certain entities.
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Off-Balance-Sheet Commitments

Entities, particularly financial institutions, maintain binding
commitments to loan substantial sums of money to other parties. These commitments may not be adequately disclosed in the
financial statements. If the economy and business environment
worsens, and businesses find themselves in trouble and in need of
cash, the institutions and other entities that entered into these
loan commitments will be forced to send good money after bad,
providing significant funds to those troubled businesses. Fulfilling these promises to provide additional funding can be a bad
proposition, since collection from a troubled borrower is questionable. One need only look at the examples of Enron and
Kmart to understand the risks involved; institutions were required to extend loans to those entities at the very time they were
spiraling downward.
Adequate allowances for these commitments may be insufficient
or nonexistent. Auditors may need to determine the extent of
these commitments at their clients and determine whether they
have been properly accounted for, whether any necessary allowance has been established, and whether adequate disclosure of
such commitments is made.
Underfunded Pensions

As the stock market has plummeted, so has the value of pension
plan assets. Suddenly, entities are faced with the prospect of pouring money into underfunded pension plans. These contributions
will reduce earnings, perhaps significantly. In addition, companies with underfunded pension plans face the risk of technically
defaulting on the debt they carry. Thus, a going-concern problem
can arise. Auditors should be aware of this risk in this current economic environment and determine whether this risk exists at
their clients. Audit procedures may need to be designed and performed to address liabilities for underfunded pensions and any
going-concern risks. In addition, auditors may need to determine
whether disclosure in the financial statements is warranted, based
on the pension circumstances at each client.
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Unrealistic Pension and Other Postretirement Plan
Assumptions
The uncertainty of the current business environment, the falling
market values of many investments, and the significant drops in
interest rates could contribute to a risk that key assumptions
used by management in recording accounting estimates related
to their company’s pension plan and other postretirement plans
may be unrealistic and lead to material misstatement in the financial statements.
Management needs to continually monitor the key assumptions
used in measuring pension benefit obligations, returns on plan
assets, and periodic service cost. Principal actuarial assumptions
include discount rates, participation rates, and factors affecting
the amount and timing of future benefit payments. FASB Statements No. 87, Employers’ Accounting for Pensions, and No. 106,
Employers’ Accounting for Postretirement Benefits Other Than Pensions, indicate that each assumption shall reflect the best estimate
solely with respect to that individual assumption on the applicable measurement date.
Furthermore, if activity within an existing plan, such as earnings
or returns on invested plan assets, has a material impact on the
company’s liquidity, capital resources, or results of operations,
that activity should be discussed in MD&A.
Synthetic Leases

As stated earlier in this Alert, if the economy weakens, synthetic
leases may become a trouble spot for entities engaged in such
arrangements. Normally, the large amounts of debt that finance
the SPE’s acquisition of real estate in a synthetic lease becomes
due in a short time (three to seven years). In poor economic
times, the borrower SPE may run into difficulty refinancing that
debt or selling the property. Companies that are the lessees in
these arrangements (basically, the company that sponsored the
SPE) may be on the hook for guaranteeing the debt or lease
obligation. Auditors should read the section above about synthetic leases for further guidance.
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Professional Issues
The Sarbanes-Oxley Act of 2002

On July 30, 2002, President Bush signed into law the SarbanesOxley Act of 2002 (the Act). The Act dramatically affects the accounting profession and affects not just the largest accounting
firms, but any CPA actively working as an auditor of or for a publicly traded company or any CPA working in the financial management area of a public company. The Act contains some of the
most far-reaching changes that Congress has ever introduced to
the business world. Although most of the provisions of this legislation are specific to auditors of public companies, even practitioners not performing audits may be affected by the Act.
Therefore, all CPA firms should become familiar with the provisions of the Act.
Timetable
For a timetable of key actions to be taken in response to the Act
and for knowledge about what auditors need to know for 2002 audits, 2003, and beyond, go to www.aicpa.org/sarbanes/index.asp.
Major Provisions
Major provisions of the Act include:
• A new Public Company Accounting Oversight Board
(PCAOB) of five members has been appointed and is
overseen by the SEC. This private-sector regulatory structure will be funded by public companies through mandatory fees.
• Auditors of public companies will be required to register
with the board.
• The board has the authority to set and enforce auditing, attestation, ethics, and quality control standards for audits of
public companies.
• The Act requires the board to include in auditing standards certain requirements such as:
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– Retention of the audit working papers for a seven-year
period
– A concurring or second partner review of audit reports
– A description, in the auditor’s report of the scope of the
auditor’s testing of the internal control structure and
procedures of the issuer
• Inclusion in the auditor’s report or in a separate report of (1)
the findings of the auditor’s testing of internal controls; (2)
an evaluation of (a) whether the internal control structure
and procedures include maintenance by the issuer of records
that accurately and fairly reflect the transactions and disposition of assets and (b) whether the issuer’s internal controls
provide reasonable assurance that transactions are recorded
in conformity with GAAP, and that receipts and expenditures are being made only in accordance with authorizations
of management and directors; (3) a description, at a minimum, of material weaknesses in internal controls.
• The board is empowered to inspect the auditing operations
of public accounting firms and to investigate violations of
securities laws, standards, competency, and conduct.
• The board can impose disciplinary or remedial sanctions
for violations of the board’s rules, securities laws related to
public company audits, and professional accounting standards. The board will perform annual quality reviews (inspections) for the largest audit firms (more than 100
issuers); smaller firms must be inspected every three years.
• The Act restricts the consulting work auditors may perform for a public company it audits. Banned nonaudit services include bookkeeping, information systems design
and implementation, appraisals or valuation services, actuarial services, internal audits, management and human resources services, broker/dealer and investment banking
services, legal or expert services unrelated to audit services,
and other services the board determines by rule is impermissible. Nonaudit services not banned are allowed if
preapproved by the audit committee.
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• Audit committees of the company’s board of directors are
responsible for the hiring, compensation, and oversight of
the independent auditor.
• CEOs and CFOs are required to certify company financial
statements, with criminal (up to 20 years) and civil (up to
$5 million) penalties for false certification. In the event of
a restatement of financial statements arising from securities
fraud, CEOs and CFOs must forfeit trading profits and
bonuses received prior to the restatement.
• Document altering or destroying in a federal or bankruptcy investigation is now a felony with penalties of up to
20 years. Key audit documents and e-mail must be preserved for five years. It is a felony, with penalties of up to
10 years, to destroy such documents. There is also a provision that requires retention of key audit documents, as defined by the SEC, for seven years.
• The statute of limitations for the discovery of fraud is extended to two years from the date of discovery and five
years after the act. (It was previously one year from discovery and three from the act.)
To read a detailed description of the Sarbanes-Oxley Act, go to
http://www.aicpa.org/info/sarbanes_oxley_summary.htm.
Ramifications and Rulemaking
The ramifications of some of the provisions in the SarbanesOxley Act will become known only as the SEC and the new
PCAOB begin implementing the law. In response to the Act, the
SEC has issued a number of rulings, including but not limited to
the following:
• The SEC adopted amendments to accelerate the filing
deadlines for quarterly reports on Form 10-Q, and annual reports on Form 10-K, required under the Securities
Exchange Act. Certain exceptions exist for newer and
smaller issuers.
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• The SEC adopted rules that require an issuer’s principal
executive officer and principal financial officer to certify
the contents of the issuer’s quarterly and annual reports. In
addition, officers will need to make representations about
the company’s disclosure controls and procedures. Changes
in internal controls and corrective actions to address significant deficiencies and weaknesses in internal controls are
also to be addressed.
• Insider trading reports will need to be filed within two days.
Furthermore, as of the writing of this Alert, the SEC has issued
proposed rules regarding improper influence on conduct of audits, code of ethics for senior financial officers, audit committee
financial experts, internal control reports, the disclosure of offbalance-sheet activities in MD&A, auditor independence, the retention of audit records, and pro forma financial information.
The SEC is expected to also propose rules regarding numerous
other provisions of the Act.
Implications for CPAs With Tax Practices
Expert services are not defined in the Act and we do not know
how broadly the board or the SEC will define this term. It is conceivable that some tax services viewed as traditional may be construed as expert services, and not permitted by any firm providing
audit services to publicly held audit clients. In addition, tax services performed by an auditor for a publicly held company would
require preapproval by the client’s audit committee.
In early December 2002, the SEC proposed rules that address the
selling of tax strategies by accounting firms to their audit clients.
You can find more information about this recent SEC activity
by visiting the SEC web site at www.sec.gov/rules/proposed/
33-8154.htm.
Additional Responsibilities for CPAs in Business and Industry
CPAs working in the financial management areas of public companies will be directly affected by the Act. These CPAs need to be
aware of the new responsibilities of CEOs and CFOs. They also
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have a greater duty to communicate and coordinate with corporate audit committees. There are new requirements regarding
enhanced financial disclosures as well. CPAs in nonpublic companies should be aware of the possibility that other federal and
state regulators may consider adopting similar corporate governance and audit requirements for nonpublic companies.
Loans to Directors and Officers and Insider-Trading Reports
The Act prohibits SEC registrants from making many types of
personal loans to their directors and executive officers. In accordance with the Act, corporate insiders of public companies must
file reports of transactions in the companies’ securities by the second day after the execution of the transaction.
Cascade Effect
Of particular concern is just how far down the Act will cascade,
affecting the nation’s small and midsized accounting firms of
nonpublic companies. A major concern is that the new legislation
by Congress may become the template for parallel federal and
state legislative or rule changes that directly affect both nonpublic
companies that are subject to other regulations and the CPAs that
provide services to them.
Section 209 of the Act states:
In supervising nonregistered public accounting firms and their
associated persons, appropriate State regulatory authorities
should make an independent determination of the proper
standards applicable, particularly taking into consideration the
size and nature of the business of the accounting firms they supervise and the size and nature of the business of the clients of
those firms.

As we write, several states are moving forward with legislation
that could result in additional burdens for CPAs and possibly
conflict with federal laws. The AICPA and the state CPA societies
are monitoring this situation closely and will continue to keep
you informed.
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Audit Engagement Changes Resulting from Sarbanes-Oxley
Currently, the AICPA ASB is considering the provisions of the
Act and its audit implications. Issues being addressed include:
1. A possible amendment to SAS No. 96, Audit Documentation
(AICPA, Professional Standards, vol. 1, AU sec. 339), to address the audit working paper retention provisions of the Act
2. Revisiting the attestation standards in light of the Act’s
provisions regarding internal control reporting
3. Making changes to the quality control standards to respond
to the Act’s provisions concerning audit partner rotation,
concurring review partner reviews, and quality control
4. Looking at communication and reporting needs of audit
committees
Internal Control Reports. As mentioned above, the SEC has issued proposed rules that would require a company to file an annual internal control report as part of its annual report. This
report would address management’s responsibility to establish internal controls and procedures for financial reporting and require
management to evaluate the effectiveness of those controls and
procedures as of the last day of the company’s fiscal year. Under
Section 404(b) of the Act, the company’s auditor must attest to
and report on management’s assertions in the internal control report. The company must state this fact and file the auditor’s attestation in its annual report.
The ASB has a task force working on providing guidance to auditors for performing this new requirement. It is expected that
Chapter 5, “Reporting on an Entity’s Internal Control Over Financial Reporting,” of Statement on Standards for Attestation
Engagements (SSAE) No. 10, Attestation Standards: Revision and
Recodification (AICPA, Professional Standards, vol. 1, AT sec.
501), of the Attestation Standards will serve as a good standard
(with some possible modifications) for providing this service. It is
also expected that the ASB will enable the auditor to provide, in
one report, their opinion on the financial statements and the effectiveness of the internal controls over financial statements.
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Quality Control Inspections. The Act, in setting forth quality
control requirements, uses the term internal inspections. The existing joint quality control task force of the ASB is addressing
whether the quality control standards will go back to inspection
as an element rather than the current element of monitoring. It is
unclear to us why the legislation uses the term internal inspection
rather than monitoring. The current quality control standards recognize that internal inspections are one way to monitor a firm’s
practice and are used by many firms, including all larger firms.
We expect that the quality control standards may be amended to
state that firms auditing public companies conduct annual internal inspections as part of their monitoring procedures.
Concurring Partner Review. The new Act requires a concurring
partner review. The ASB is currently considering this requirement. It is expected that any guidance will look very similar to
the existing SEC Practice Section (SECPS) membership requirement in terms of the concurring reviewer’s responsibilities and
competencies.
Audit Committees. Section 204 of the Act sets forth certain
items that will be required to be reported to the audit committee.
It is not clear whether this needs to be a written report or whether
oral reports will be acceptable. The ASB has formed a new task
force to look at all of the auditor/audit committee aspects of the
Act. It is too early to determine the direction of the task force in
providing new standards. The task force will need to discuss some
of these issues with the board (once it is has been formed) and
SEC before making any conclusions. The task force will focus not
only on the auditor/audit committee relationship but also how
best to communicate with audit committees and how to make
certain that audit committees are discharging their responsibilities appropriately.
Your Professional Resource
To help you understand the ramifications of the Sarbanes-Oxley
Act and to help you comply with its provisions, the AICPA is developing several resources, including:
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1. A new toll-free number is available for any questions your
firm or company may have about the legislation, how it
will be implemented, and how to comply. The hotline will
be staffed Monday through Friday for the remainder of
2002. Call (866) 265-1977, and select the option that is
most appropriate for your firm or company. You will receive a response within 24 hours.
2. The AICPA has established the “Sarbanes-Oxley Act Implementation Central” at AICPA Online at www.aicpa.
org/sarbanes/index.asp to keep you up-to-date on important developments.
3. Periodic Webcasts will be conducted to brief members on
issues as they emerge, as well as short video clips and news
alerts that will be sent to members through e-mail.
4. A one-hour CPE training course on the legislation has
been developed.
5. Updates and information will be published in numerous
newsletters and other communication channels, including AICPA Online, the CPA Letter, and the Journal of
Accountancy.
Reaudit Engagements

An auditor may be engaged to reaudit and report on financial
statements that have been previously audited and reported on by
another auditor (the predecessor auditor). The auditor conducting a reaudit engagement, defined in AU section 315, Communications Between Predecessor and Successor Auditors (AICPA,
Professional Standards, vol. 1, AU section 315), as the successor
auditor but hereinafter referred to as the reauditor, should not
place reliance on the work of the predecessor auditor. Even when
a reputable firm has already audited the financial statements, the
reaudit work performed and the conclusions reached are solely
the responsibility of the reauditor. The reauditor should be aware
of the audit guidance provided in AU sec. 315.14–.20, and in
AICPA Practice Alert 02-3, Reauditing Financial Statements.
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FASB Statement No. 142 Valuation Services

In light of the substantial accounting changes introduced by
FASB Statement No. 142, practitioners may become involved in
assisting management with determining methodologies for calculating various fair-value measurements, and impairment valuation. Auditors should be aware of and comply with all applicable
independence rules (AICPA, SEC, regulatory bodies, etc.) related
to the performance of such services.
The AICPA Code of Professional Conduct (Code), states, in
Rule 101-3, Performance of Other Services (AICPA, Professional
Standards, vol. 2. ET sec. 101.05):
A member in public practice or his or her firm (“member”)
who performs for a client services requiring independence (“attest services”) may also perform other nonattest services
(“other services”) for that client. Before a member performs
other services for an attest client, he or she must evaluate the
effect of such services on his or her independence. In particular, care should be taken not to perform management functions or make management decisions for the attest client, the
responsibility for which remains with the client’s board of directors and management.

ET sec. 101.05 of the Code goes on to provide much more guidance on this topic. Practitioners should be familiar with these
rules. Be aware that an AICPA Ethics task force is currently considering changes to these rules, especially in the areas of bookkeeping, payroll, and business valuation. You can keep abreast of
any developments by accessing AICPA Online at www.aicpa.org
or by reading various AICPA publications such as the Journal of
Accountancy and the CPA Letter.
SEC Guidelines
Under the SEC’s current independence rules, an accountant is
deemed to lack independence when providing appraisal or valuations services, fairness opinions, or contribution-in-kind reports for audit clients. However, the current rules contain
certain exemptions that the SEC is proposing to eliminate in a
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December 2, 2002, proposed ruling. These proposals would provide that the auditor is not independent if the auditor provides
appraisal or valuation services, or contribution-in-kind reports,
and there is a reasonable likelihood that the results of the service
will be subject to audit procedures by the auditor because the auditor is in a position of auditing his or her own work. Additionally, an auditor is not independent under the proposal if he or she
provides a fairness opinion because to do so requires the auditor
to function as a part of management and may require the auditor
to audit the results of his or her own work.
For further information about the recent SEC proposals, visit the
AICPA web site at www.aicpa.org/sarbanes/secproposesrules.asp.
Document Retention Policies

Given the recent obstruction of justice charges leveled against a
large accounting firm for destroying documentation related to a
client, auditing firms should assess their document retention policies and determine whether they are adequate and formally
adopted. SAS No. 96 states that “the auditor should adopt reasonable procedures to retain audit documentation for a period of time
sufficient to meet the needs of his or her practice and to satisfy any
applicable legal or regulatory requirements for records retention.”
Sarbanes-Oxley Rules and SEC Proposal
Section 802 of the Sarbanes-Oxley Act is intended to address the
destruction or fabrication of evidence and the preservation of financial and audit records. In connection with the requirements
of section 802, on December 2, 2002, the SEC proposed rules to
amend Regulation S-X to require accountants who audit or review an issuer’s financial statements to retain certain records relevant to that audit or review for a period of five years from the end
of the fiscal year in which an audit or review was concluded.
These records would include working papers and other documents that form the basis of the audit or review, and memoranda,
correspondence, communications, other documents, and records
(including electronic records), which are created, sent, or received
74

Aragen02.qxd 12/20/02 11:44 AM Page 75

in connection with the audit or review, and contain conclusions,
opinions, analyses, or financial data related to the audit or review.
Records described in the proposed rules would be retained
whether the conclusions, opinions, analyses, or financial data in
the records would support or cast doubt on the final conclusions
reached by the auditor.
Section 103 of the Sarbanes-Oxley Act directs the PCAOB to require auditors to retain for seven years audit working papers and
other materials that support the auditor’s conclusions in any
audit report. There may be fewer documents retained pursuant to
Section 103, which focuses more on working papers that support
the auditor’s conclusions, than under Section 802, which includes not only working papers but also other documents that
meet the criteria noted in this release. Many documents, however,
may be covered by both retention requirements.
Readers should keep abreast of the status of these proposed
rules by visiting AICPA Online at www.aicpa.org/sarbanes/
secproposesrules.asp.
Record Retention Policy Advice
Determining the proper periods for retaining records is a major
decision for practitioners. Records should be preserved for only as
long as they serve a useful purpose or until all legal requirements
are met. It is a good practice to document the firm’s retention
policy and ensure that the policy is uniformly enforced firmwide. Once established, the firm should share its record retention
policy with its clients. When creating a record retention policy,
consider the following:
• State regulations and statutes
• Federal laws and regulations
• Historical information regarding the firm
• Clients’ historical information
• Customer service
• Asset protection
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• Risk management
• Disaster planning and vital record protection
Before establishing a record retention policy, it is wise to consult
with legal counsel to gain an understanding of any relevant
statutes. The policy should be reviewed annually and updated, if
necessary, in light of changing government or professional regulations and the cost of retaining records.
When developing your record retention periods, determine
whether others are using your work product in neighboring
states. Accounting firms that operate in more than one state must
comply with the statutes and regulations of all the states in which
they are doing business.

Professional Ethics and Independence-Related Developments
This section of the Alert highlights some of the more important developments in the area of professional ethics and independence.
General Accounting Office Issues New Independence Rules

In January 2002 the Government Accounting Office (GAO)
amended Government Auditing Standards (GAS, also referred to
as the Yellow Book), significantly tightening its auditor independence provisions. In issuing the new standard, the comptroller
general stated that protecting the public interest and ensuring
public confidence in the independence of auditors of government
financial statements, programs and operations, both in form and
substance, were the overriding considerations. The updated standard is required reading for auditors of government entities and
of organizations receiving government funds.
The GAO originally scheduled the new provisions, Amendment
No. 3, Independence, to take effect October 1, 2002, but many
practitioners said certain of the provisions were ambiguous, especially with respect to nonaudit services. AICPA members and others also worried about the cumbersome nature of some of the new
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standard’s independence “safeguards” that, for example, mandated
separate engagement teams for audit and nonaudit services.
In response, the GAO helped in two ways. In July, it made the
standard effective for all audits pertaining to periods beginning
on or after January 1, 2003. At the same time, it issued a series of
questions and answers (Q&A) aimed at clarifying the new provisions and facilitating compliance with them. The supplemental
guidance explains the standard’s underlying concepts, how to
make the transition from the old standard to the new and how to
apply the standard in specific nonaudit circumstances.
Whom The New Standard Affects
Because government auditing standards apply to a wide variety
of entities, the many practitioners who audit their financial
statements—CPAs, non-CPAs, government financial auditors
and performance auditors—will have to comply with the new
standard. Such entities include federal, state, and local governments, as well as not-for-profit and for-profit recipients of federal (and some state) grant and loan assistance, such as:
• Colleges, universities, and trade schools
• Hospitals
• Charitable organizations
• Cities and counties
• School and utility districts
• Small businesses with Small Business Administration loans
• Housing and Urban Development projects and lenders
and public housing authorities
• Many state-administered programs and contracts
Understanding What The New Standard Covers
The standard addresses three types of independence impairments,
namely, personal, external, and organizational. But it is particularly important that practitioners comprehend the standard’s most
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important change, which involves personal independence impairments such as those discussed below.
New standard for nonaudit services. To comply with the provisions governing nonaudit services, auditors must clearly understand two overarching principles. The first bars firms from
performing management functions or making management decisions for their clients; the second prohibits auditors from auditing their own work or providing nonaudit services when the
services are material or significant to the subject matter of the
audit. If a nonaudit service does not conflict with either principle, a firm may perform the service as long as the firm complies
with each of a number of safeguards.
Routine activities. It is important to note that under the standard, practitioners can perform routine activities for clients without impairing their independence—provided the practitioners
neither make management decisions nor perform management
functions. Such ordinary services do not violate the overarching
principles and are not subject to the safeguards mentioned above.
For example, practitioners can participate on a client’s committees
or task forces in an advisory capacity. Auditors can share their skills
and knowledge with clients, as long as the clients make all decisions. Practitioners may also give clients routine advice to help:
• Establish internal controls.
• Implement audit recommendations.
• Answer technical questions.
• Provide training.
• Provide tools and methodologies, such as best practice
guides, benchmarking studies, and internal-control-assessment methodologies.
• Prepare tax returns.
• Assist with preparing tax deposits.
• Represent audited entities in Internal Revenue Service
(IRS) matters.
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Examples of prohibited and permitted nonaudit services. Both
the new standard and subsequent Q&A guidance include specific
examples of nonaudit services that are expressly prohibited and
others that are permissible (as long as the auditor complies with
the two overarching principles and all required safeguards).
Clarification on providing accounting assistance. The GAO’s
Q&A guidance says a practitioner may prepare a trial balance based
on management’s chart of accounts, as well as draft financial statements and note disclosures as long as the client’s management reviews and approves them. This is so because these activities
constitute technical assistance and are part of the audit. Therefore,
the engagement team that performed these services also could perform the financial statement audit provided it observes all other safeguards.
Similarly, the engagement team that converted the client’s cash-based
financial statements to the accrual basis also could perform the audit
because this service is roughly equivalent to proposing adjusting entries to the client’s books. In all cases, the standard requires the client’s
management to specify, in its representation letter, the audit firm’s
role in providing these services. The letter also must state that management reviews, approves, and is responsible for the services.
In addition, the Q&A guidance describes several types of accounting services, including some that would impair independence and others that would not. The GAO standard permits
certain bookkeeping services if the audit organization does not reconstruct the books and records of the audited entity and management is sufficiently knowledgeable to evaluate, approve, and take
responsibility for the services the auditor performs.
De minimis exception. The Q&A guidance provides an exception for nonaudit services that involve a de minimis amount of
time. If a firm provides no more than 40 hours of nonaudit services
relating to a specific audit engagement, the safeguard requiring separate engagement teams is waived. But all other safeguards apply
and the nonaudit service still must comply with the overarching
principles. When determining the total number of hours they
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spent on performing nonaudit services, practitioners should include all related services in their calculations.
Other personal impairments. Similar to the AICPA, the SEC and
the International Federation of Accountants (IFA), the GAO
adopted an engagement-team-focused approach to auditor independence for matters such as a practitioner’s financial interests. The
GAO standard requires all individuals participating in the audit engagement, and others within the firm who can directly influence
the outcome of the audit, to be free from personal impairments. If
the personal impairment affects only an individual on a particular
engagement, the audit firm can cure it by requiring the individual
to eliminate the impairment. For example, the individual could sell
the financial interest that created the independence impairment or
remove himself or herself from the audit engagement.
External and organizational impairments. The standard lists external factors that may, by interfering with an audit or with a
practitioner’s ability to form independent and objective opinions
and conclusions, constitute an external impairment. This could
consist of pressure from management and employees of the audit
client or from oversight organizations. For example, interference
by management to limit or modify the scope of the audit or pressure to reduce the extent of work performed in order to reduce
fees could threaten independence.
The standard also addresses organizational impairments, which,
due to the government auditor’s place within government and the
structure of the government entity the auditor audits, hinder a
government audit organization’s ability to perform work and report results impartially. The standard specifically describes ways
(for example, where the audit organization is assigned to a level of
government other than the one to which the audited entity is assigned, such as a federal auditor auditing a state government program) that government audit organizations can be free from
organizational impairments when reporting externally to third
parties or when reporting internally to management.
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Making the Transition to the New Standard
The Q&A guidance clarifies that nonaudit services performed
prior to January 25, 2002, in compliance with preexisting professional standards are deemed compliant with the new rules as well.
The GAO also will exempt or grandfather from the standard all
nonaudit services initiated, agreed to, or performed by June 30,
2002, provided the work is completed no later than June 30,
2003. However, any extensions or change orders to such contracts would result in new contracts, making the overarching
principles and safeguards applicable.
Certain Services Can Be Performed as Performance Audits
The GAO realizes firms can perform certain services as either
performance audits or consulting engagements. During performance audits—which do not evaluate a business’s financial
records and statements, but rather assess how a particular activity
implements company policy and procedures—a firm would not
be subject to the independence standard but would have to comply with the performance audit standards under GAAS, including
the general, fieldwork, and reporting provisions.
Educational Tools and Links
To help members and others better understand the new standard,
the AICPA has developed the following educational tools, which
are available on the Institute’s Web site (www.aicpa.org/members/
div/ethics/index.htm):
• GAO independence standard
• AICPA-GAO comparison of independence rules governing nonaudit services
In addition, the GAO issued a series of questions and answers relating to the standard (www.gao.gov/govaud/d02870g.pdf ).
Recent Revisions to AICPA Ethics Interpretations and Rulings

In July 2002, the Professional Ethics Executive Committee
(PEEC) revised the following rulings and Interpretations of the
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AICPA Code of Professional Conduct; see the July 2002 issue of
the Journal of Accountancy for the revisions:
• Interpretation No. 101-1, “Interpretation of Rule 101,” of
ET sec. 101, Application of the Independence Rules to Covered Members Formerly Employed by a Client or Otherwise
Associated with the Client (AICPA, Professional Standards,
vol. 2, ET sec. 101.02)
• Interpretation 101-1, “Interpretation of Rule 101,” of ET
sec. 101, Application of the Independence Rules to Covered
Member’s Immediate Family (AICPA, Professional Standards, vol. 2, ET sec. 101.02)
• Ethics Ruling No. 10 Under Rule of Conduct 203, Submission of Financial Statements by a Member in Public Practice
In November 2002, PEEC made certain revisions to the following ruling and Interpretation; see the November 2002 issue of the
Journal of Accountancy for the revisions:
• Interpretation 101-5, Loans From Financial Institution
Clients and Related Terminology
• Ethics Ruling No. 107 Under Rule 101, Participation in
Health and Welfare Plan Sponsored by Client
SEC Proposes Rules on Auditor Independence

The SEC has proposed rules on auditor independence to implement provisions of the Sarbanes-Oxley Act of 2002. The new independence rules would require certain disclosures and reports by
auditors and set conditions under which auditing firms would
not be considered independent for purposes of performing audits
of public company financial statements. The SEC is proposing
rules to:
• Revise its regulations related to the nonaudit services that,
if provided to an audit client, would impair an accounting
firm’s independence (based on the nine prohibited services
listed in Sarbanes-Oxley).
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• Require that an issuer’s audit committee preapprove all
audit and nonaudit services provided to the issuer by the
auditor of an issuer’s financial statements.
• Prohibit partners on the audit engagement team from providing audit services to the issuer for more than five consecutive years and from returning to audit services with the
same issuer within five years.
• Prohibit an accounting firm from auditing an audit client’s
financial statements if certain members of management of
that client had been members of the accounting firm’s
audit engagement team within the one-year period preceding the commencement of audit procedures.
• Require that the auditor of an issuer’s financial statements
report certain matters to the issuer’s audit committee, including “critical” accounting policies used by the issuer.
• Require disclosures to investors of information related to the
audit and nonaudit services provided by, and fees paid by
the issuer to, the auditor of the issuer’s financial statements.
The disclosures, to be made in issuers’ annual reports, would
include fees paid by issuers for audits, tax preparation, and
all other fees. The proposal would require disclosure of fees
for the year covered by the filing and for the previous year.
In addition, under the proposed rules, an accountant would not be
independent from an audit client if any partner, principal, or shareholder of the accounting firm who is a member of the engagement
team received compensation based directly on any service provided
or sold to that client other than audit, review, and attest services.
Readers should keep abreast of these developments by visiting
AICPA Online at www.aicpa.org/sarbanes/secproposerules.asp.

Overview of Foreign Economies
Western Europe

Economic growth throughout much of Europe has been stymied.
Although the European economy is starting to show signs of re83
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covery, some experts are predicting a double-dip recession. European equity and debt markets have tumbled, tracking the U.S.
markets. Inflation and interest rates are low, however, unemployment remains high, and consumer spending is sluggish.
Germany, Western Europe’s largest economy, continues to have
economic problems. Both consumer spending and business investment have declined. Experts predict Germany’s economy will
struggle to grow 1 percent this year. German banks are experiencing difficult times, too. Analysts predict that loan-loss charges
could increase by 40 percent. Tens of thousands of German companies are expected to fail in the coming year, so banks are hesitant
to make new business loans for fear of not being repaid. Although
there is no indication that the large German banks will fail, steps
are needed to restructure and improve their performance. This
task will be difficult as the poor equity and bond markets gnaw at
bank’s investment revenues. Inflation has been kept in check because of weak domestic demand and falling oil prices.
The French economy is gathering momentum and is expected to
grow 1.5 percent to 2 percent this year. However, the French are
plagued by a budget deficit that it has pledged to its fellow euro zone
members to eliminate by 2004. Moreover, the French unemployment rate rose by more than expected in June 2002 to 9 percent.
Unfortunately, Europe faced the worst flooding in more than a
century during the summer months of 2002. The economic impact of the disaster will affect manufacturing, tourism, and farming. The price tag on the clean-up is expected to top $10 billion for
the German government alone. To pay for the clean-up, the government may postpone a $7 billion package of tax cuts that were
scheduled to take effect on January 1, 2003. Postponing these tax
cuts could adversely affect Germany’s already sluggish economy.
Slovakia; Hungary; and parts of Italy and Britain, the Ukraine, and
southern Russia have also been badly hurt by flooding. The total
bill for the clean-up could be as much as $25 billion, making this
one of the costliest natural disasters to ever hit Europe.
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The Euro
Real euro notes and coins made their debut in 12 European
countries on January 1, 2002. Effective March 1, 2002, the national currencies in these 12 countries ceased to be valid. The
hope is that the euro and the European economy will create stable
money based on a wider economic area. The euro slid against the
dollar and hit an all-time low in October 2000 of 82.25 cents.
However, the euro rallied in the third quarter of 2002 and became worth scantly more than the U.S. dollar for the first time in
more than two years. A stronger Euro helps strengthen the European economy by making it easier for the European central bank
to control inflation without raising interest rates.
The Americas

The Latin American economy remains weak largely in part to the
continuing decline of the Argentinean economy. Mexico and
Chile are, for the most part, insulated from the web of the Latin
American decline.
Venezuela
At the end of 2002, Venezuela was suffering economic and political chaos. A general strike, and violent unrest was crippling the
country. The U.S. State Department has advised U.S. citizens to
avoid traveling to Venezuela.
Argentina
The Argentinian economy remains in recession, and economic
indicators are poor. A reduction in the gross domestic product of
approximately 16 percent is expected in 2002. Inflation is skyrocketing at about 28.4 percent on an annual basis and it could
exceed 100 percent by the end of the year. The Argentinian government is also in flux and cannot provide the leadership to salvage the economy.
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Brazil
In the past year, the Brazilian economy has weakened. The Brazilian
currency, the real, is declining in value and the country’s debt burden is increasing. The International Monetary Fund (IMF) gave
Brazil a $30 billion loan in the third quarter of 2002, in an effort to
ease some of the country’s economic woes. Although Brazil’s government is more stable than neighboring Argentina’s, policymakers
will have to work hard to ensure a strong and stable economy.
Mexico
Although Mexico may be insulated from economic pressures of
Argentina, it mirrors the economic volatility of the United States.
The Mexican economy is largely driven by exports to the United
States. As the U.S. economy sputters, so too does the Mexican
economy. The Mexican Finance Ministry reported in August
2002 that industrial output fell 0.7 percent in June 2002. This is
another indicator that recovery in the economy will be slow.
Canada
For the first six months of 2002, the Canadian economy had been
strong. In spite of the weak stock market and corporate scandal,
the Canadian economy was impressive. The housing market was
strong, unemployment was low, and consumer confidence was
high. By the third quarter of 2002, the stock market had plunged
and the Canadian dollar had weakened. Nevertheless, the Bank of
Canada is optimistic about the future of the economy. The central
bank expects the economy to grow between 3 and 4 percent for
the remainder of 2002. This trend is also expected to continue in
2003. Interest rates, however, are likely to rise because of this economic expansion. Some economists are surprised by this optimistic view in light of global market volatility.
Russia

The upswing in the Russian economy continues. The Russian
Trading System Index is up 27 percent in 2002 thus far. Although inflation is at 17 percent, it is considerably lower than the
triple digit inflation in the early 1990s. Private investment has
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been spurred by the passing of the recent legislation that authorizes the private ownership of farmland. Furthermore, the government is considering breaking up the monopolies in natural
gas, utilities, railroads, and banks. These moves could provide an
influx of both domestic and foreign investment.
Asia

Asia has seen some economic improvement. The Chinese economy continues to grow. The economies of other countries, such
as South Korea and Indonesia, whose economies were slumping
in the prior year, are now gaining steam. However, the area’s future is heavily dependent on the U.S. economy. Exports to America make up 10 percent of Asia’s gross domestic product.
Japan
Economic trends in Japan remain grim. In the third quarter of
2002, the Japanese Cabinet Office reported some signs of recovery, but it has forecast flat growth for 2002. Unemployment is 5.2
percent, which is high by Japanese standards. Deflation continues
in Japan and domestic demand is weak. Still troubling the Japanese is the bad debt carried by the nation’s banks. Bad debts total
almost 11 percent of their loan portfolios. Reforms in banking
are essential to turning the economy around.
South Korea
The South Korean economy grew 5.7 percent in the first quarter
of 2002. They boast of a budget surplus, $107 billion in foreign
currency reserves, and an unemployment rate of 3.1 percent. Although these figures are impressive, signs of the weaknesses in the
American and European economies make some experts wonder
whether South Korea will be able to maintain this pace of growth.
China
Economic indicators from China continue to be impressive. According to official data, real gross domestic product in the second
quarter of 2002 rose 8 percent from a year ago. Growth is ex87
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pected to continue but not at such a feverish pace. Unemployment persists and many experts contend that the unemployment
rate is far higher than the official count. December 2001 marked
the entry of China into the World Trade Organization (WTO).
The most significant effect of their entry has been deflation as the
Chinese have encountered new import competition. Consumer
prices fell 0.8 percent in the first half of 2002. This trend is not
expected to continue as China’s central bank is allowing the
money supply to grow.

New Auditing, Attestation, Quality Control
Pronouncements, and Other Guidance
Presented below is a list of auditing, attestation, and quality control pronouncements, guides, and other guidance issued since the
publication of last year’s Alert. For information on auditing and
attestation standards issued subsequent to the writing of this
Alert, please refer to the AICPA Web site at www.aicpa.org/
members/div/auditsd/technic.htm. You may also look for announcements of newly issued standards in the CPA Letter, Journal of Accountancy, and the quarterly electronic newsletter, In
Our Opinion, issued by the AICPA Auditing Standards team and
available at www.aicpa.org.
SAS No. 95
SAS No. 96
SAS No. 97
SAS No. 98
SAS No. 99
SAS No. 100
SOP 02-1
SSAE No. 11
SSAE No. 12

Generally Accepted Auditing Standards
Audit Documentation
Amendment to Statement on Auditing Standards No. 50,
Reports on the Application of Accounting Principles
Omnibus Statement on Auditing Standards—2002
Consideration of Fraud in a Financial Statement Audit
Interim Financial Information
Performing Agreed-Upon Procedures Engagements That Address
Annual Claims Prompt Payment Reports as Required by the
New Jersey Administrative Code
Attest Documentation
Amendment to Statement on Standards for Attestation Engagements
No. 10, Attestation Standards: Revision and Recodification
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SQCS No. 6
Audit Guide
Audit and
Accounting Guide
Audit
Interpretation
No. 4 of SAS
No. 70
Audit
Interpretation
No. 5 of SAS
No. 70
Audit
Interpretation
No. 14 of SAS
No. 58
Audit
Interpretation
No. 12 of SAS
No. 1
Auditing
Interpretation
No. 15 of SAS
No. 58
Related-Party
Toolkit
Practice Alert
No. 02-1
Practice Alert
No. 02-2
Practice Alert
No. 02-3
Practice Aid
Practice Aid
Practice Aid
Booklet

Amendment to Statement on Quality Control Standards No. 2,
System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice
Service Organizations: Applying SAS No. 70, As Amended
Audits of State and Local Governments (GASB 34 Edition)
“Responsibilities of Service Organizations and Service
Auditors With Respect to Forward-Looking Information
in a Service Organization’s Description of Controls”
“Statements About the Risk of Projecting Evaluations of the
Effectiveness of Controls to Future Periods”
“Reporting on Audits Conducted in Accordance With
Auditing Standards Generally Accepted in the United States
of America and in Accordance With International Standards
on Auditing”
“The Effect on the Auditor’s Report of an Entity’s Adoption
of a New Accounting Standard That Does Not Require the
Entity to Disclose the Effect of the Changes in the Year of
Adoption”
“Reporting as Successor Auditor When Prior-Period Audited
Financial Statements Were Audited by a Predecessor Auditor
Who Has Ceased Operations”
Accounting and Auditing for Related Parties and Related Party
Transactions: A Toolkit for Accountants and Auditors
Communications With the Securities and Exchange Commission
Use of Specialists
Reauditing Financial Statements
Fraud Detection in a GAAS Audit—SAS No. 99
Implementation Guide
New Standards, New Services: Implementing the Attestation
Standards
Assessing the Effect on a Firm’s System of Quality Control Due to
a Significant Increase in New Clients and/or Experienced Personnel
Understanding Audits and the Auditor’s Report: A Guide for
Financial Statement Users

The following summaries are for informational purposes only
and should not be relied upon as a substitute for a complete
reading of the applicable standard. To obtain copies of AICPA
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standards and guides, contact the Member Satisfaction Center at
(888) 777-7077 or go online at www.cpa2biz.com.
SAS No. 95, Generally Accepted Auditing Standards

In December 2001, the ASB issued SAS No. 95, Generally Accepted
Auditing Standards, which supersedes “Generally Accepted Auditing
Standards” of SAS No. 1, Codification of Auditing Standards and
Procedures. SAS No. 95 establishes a hierarchy of GAAS consisting
of auditing standards, interpretive publications, and Other Auditing
Publications. SAS No. 95 is effective for audits of financial statements for periods beginning on or after December 15, 2001.
SAS No. 96, Audit Documentation

In January 2002, the ASB issued SAS No. 96. SAS No. 96 supersedes SAS No. 41, Working Papers (AICPA, Professional Standards,
vol. 1, AU sec. 339), and amends SAS No. 47, Audit Risk and
Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 312): SAS No. 56, Analytical Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 329); and SAS
No. 59. SAS No. 96 is effective for audits of financial statements
for periods beginning on or after May 15, 2002. Earlier application is permitted.
Among other things, SAS No. 96:
• Lists factors that the auditor should consider in determining the nature and extent of the audit documentation to be
prepared for a particular audit area or auditing procedure.
• Requires audit documentation to include abstracts or
copies of significant contracts or agreements examined
and, for tests of operating effectiveness of controls and substantive tests of details that involve inspection of documents or confirmation, requires audit documentation to
include an identification of the items tested.
• Requires documentation of audit findings or issues that in
the auditor’s judgment are significant, actions taken to ad90
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dress them (including any additional evidence obtained), and
the basis for the final conclusions reached. (SAS No. 96 includes a list of types of significant audit findings and issues.)
• Requires the auditor to adopt reasonable procedures to
prevent unauthorized access to the audit documentation.
SAS No. 97, Amendment to Statement on Auditing Standards No.
50, Reports on the Application of Accounting Principles

This amendment, SAS No. 97, Amendment to Statement on Auditing Standards No. 50, Reports on the Application of Accounting
Principles (AICPA, Professional Standards, vol. 1, AU sec. 625), revises SAS No. 50, Reports on the Application of Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 625), to
prohibit an accountant from providing a written report on the
application of accounting principles not involving facts and circumstances of a specific entity.
This Statement is effective for written reports issued or oral advice provided on or after June 30, 2002. Earlier application of the
provisions of this Statement is permissible.
SAS No. 98, Omnibus Statement on Auditing Standards—2002

In September 2002, the ASB issued SAS No. 98, Omnibus Statement on Auditing Standards—2002 (AICPA, Professional Standards, vol. 1), which makes various amendments to existing SASs,
including SAS No. 95; SAS No. 25, The Relationship of Generally
Accepted Auditing Standards to Quality Control Standards (AICPA,
Professional Standards, vol. 1, AU sec. 161.02 and .03); SAS No.
47, Audit Risk and Materiality in Conducting an Audit; SAS No.
70, Service Organizations (AICPA, Professional Standards, vol. 1,
AU sec. 324); SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508.65);
SAS No. 8, Other Information in Documents Containing Audited
Financial Statements; SAS No. 52, Required Supplementary Information; and SAS No. 29, Reporting on Information Accompanying
the Basic Financial Statements in Auditor-Submitted Documents.
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SAS No. 99, Consideration of Fraud in a Financial Statement Audit

SAS No. 99, Consideration of Fraud in a Financial Statement Audit,
supersedes SAS No. 82, AU sec. 316, and amends SAS No.1, Codification of Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 230, “Due Professional Care in the Performance of Work”). The Statement does not change the auditor’s
responsibility to plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement, whether caused by error or fraud as stated in AU
Section 110.02. However, SAS No. 99 establishes standards and
provides guidance to auditors in fulfilling that responsibility, as it
relates to fraud, in an audit of financial statements conducted in accordance with GAAS.
The following is an overview of the content of SAS No. 99:
• Description and characteristics of fraud.
• The importance of exercising professional skepticism. This
section discusses the need for auditors to exercise professional skepticism when considering the possibility that a
material misstatement due to fraud could be present.
• Discussion among engagement personnel regarding the risks of
material misstatement due to fraud. This section requires,
as part of planning the audit, that there be a discussion
among the audit team members to (1) consider how and
where the entity’s financial statements might be susceptible
to material misstatement due to fraud and (2) reinforce the
importance of adopting an appropriate mindset of professional skepticism.
• Obtaining the information needed to identify the risks of material misstatement due to fraud. This section requires the
auditor to gather the information necessary to identify the
risks of material misstatement due to fraud, by:
1. Inquiries of management and others within the entity
about the risks of fraud
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2. Considering the results of the analytical procedures performed in planning the audit
3. Considering fraud risk factors
4. Considering certain other information
• Identifying risks that may result in a material misstatement
due to fraud. This section requires the auditor to use the
information gathered above to identify risks that may result in a material misstatement due to fraud.
• Assessing the identified risks after taking into account an evaluation of the entity’s programs and controls. This section requires the auditor to evaluate the entity’s programs and
controls that address the identified risks of material misstatement due to fraud, and to assess the risks taking into
account this evaluation.
• Responding to the results of the assessment. This section emphasizes that the auditor’s response to the risk of material
misstatement due to fraud involves the application of professional skepticism when gathering and evaluating audit
evidence. The section requires the auditor to respond to
the results of the risk assessment in three ways:
1. A response that has an overall effect on how the audit is
conducted, that is, a response involving more general
considerations apart from the specific procedures otherwise planned
2. A response to identified risks that involves the nature,
timing, and extent of the auditing procedures to be
performed
3. A response involving the performance of certain procedures to further address the risk of material misstatement due to fraud involving management override of
controls
• Evaluating audit evidence. This section requires the auditor to assess the risks of material misstatement due to fraud
throughout the audit and to evaluate, at the completion of
the audit, whether the accumulated results of auditing pro93
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cedures and other observations affect the assessment. It
also requires the auditor to consider whether identified
misstatements may be indicative of fraud and, if so, directs
the auditor to evaluate their implications.
• Communicating about fraud to management, the audit
committee, and others. This section provides guidance regarding the auditor’s communications about fraud to management, the audit committee, and others.
• Documenting the auditor’s consideration of fraud. This section describes related documentation requirements.
In addition, SAS No. 99 includes an amendment to SAS No. 85,
Management Representations (AICPA, Professional Standards, vol.
1, AU sec. 333.06 and Appendix A), since SAS No. 99 requires
the auditor to make inquiries of management about fraud and
risk of fraud. In support of and consistent with these inquiries,
the amendment revises the guidance for management representations about fraud currently found in SAS No. 85 paragraph 6h
and Appendix A.
SAS No. 99 is effective for audits of financial statements for periods beginning on or after December 15, 2002. Early application
of the provisions of SAS No. 99 is permissible.
Implementation Guide Available
The AICPA will issue in December 2002 a Practice Aid, Fraud
Detection in a GAAS Audit—SAS No. 99 Implementation Guide, to
help implement SAS No. 99. See below for further information.
SAS No. 100, Interim Financial Information

The ASB has voted to issue SAS No. 100, Interim Financial Information (AICPA, Professional Standards, vol. 1), which replaces
SAS No. 71, Interim Financial Information (AICPA, Professional
Standards, vol. 1, AU sec. 722), as amended. The revised SAS will
provide additional guidance on performing reviews of interim financial information and incorporate the requirement of the SEC
for timely filings of interim financial information. The standard
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is applicable to an accountant performing a review of interim financial information of:
• An SEC registrant
• A non-SEC registrant that makes a filing with a regulatory
agency in preparation for a public offering or listing, if the
entity’s latest annual financial statements have been or are
being audited.
The SAS is effective for interim periods within fiscal years beginning after December 15, 2002. Earlier application of the provisions of the Statement is permitted.
SQCS No. 6, Amendment to Statement on Quality Control Standards
No. 2, System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice

In September 2002, the ASB issued Statement on Quality Control Standards (SQCS) No. 6, Amendment to Statement on Quality
Control Standards No. 2, System of Quality Control for a CPA
Firm’s Accounting and Auditing Practice (Amends SQCS No. 2,
AICPA, Professional Standards, vol. 2, QC sec. 20). SQCS No. 6
clarifies that deficiencies in individual audit, attest, compilation,
and review engagements do not, in and of themselves, indicate
that the firm’s system of quality control is insufficient to provide
it with reasonable assurance that its personnel comply with applicable professional standards. This amendment is effective upon
issuance.
SOP 02-1, Performing Agreed-Upon Procedures Engagements That
Address Annual Claims Prompt Payment Reports as Required by
the New Jersey Administrative Code

In May 2002, the ASB issued this SOP, which was developed to
provide practitioners with guidance on performing agreed-upon
procedures engagements that address annual claims prompt payment reports as required by the New Jersey Administrative Code.
Practitioners should note that the engagement described in this
SOP is designed only to satisfy the requirements of the Code.
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The procedures, as set forth in this SOP, are not necessarily appropriate for use in any other engagement.
SSAE No. 11, Attest Documentation

This Amendment to SSAE No. 10, Attestation Standards: Revision
and Recodification (AICPA, Professional Standards, vol. 1, AT secs.
101-701), reflects the concepts and terminology used in SAS No.
96, Audit Documentation.
SSAE No. 11 is effective for attest engagements when the subject
matter or assertion is as of or for a period ending on or after December 15, 2002. Earlier application is permitted.
SSAE No. 12, Amendment to Statement on Standards for
Attestation Engagements No. 10, Attestation Standards:
Revision and Recodification

This Amendment to SSAE No. 10, Attestation Standards: Revision
and Recodification (AICPA, Professional Standards, vol. 1, AT sec.
101.17–.18), clarifies the relationship between the SQCSs and
engagements performed under the SSAEs. The amendment clarifies that although an effective quality control system is conducive
to compliance with attestation standards, deficiencies in or noncompliance with a firm’s quality control system do not, in and of
themselves, indicate that an engagement was not performed in
accordance with the applicable professional standards. This
amendment is effective upon issuance.
Audit Guide Service Organizations: Applying SAS No. 70, as Amended

This Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (product no. 012772kk) provides guidance to service
auditors engaged to issue reports on a service organization’s controls that may be part of a user organization’s information system
in the context of an audit of financial statements. It also provides
guidance to user auditors engaged to audit the financial statements of entities that use service organizations. Guidance on performing service auditors’ engagements and using service auditors’
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reports in audits of financial statements is provided in SAS No.
70, Service Organizations.
Audit and Accounting Guide Audits of State and Local Governments
(GASB 34 Edition)

This new Audit and Accounting Guide Audits of State and Local
Governments (GASB 34 Edition) (product no. 012662kk) addresses the audits of basic financial statements and consideration
of required supplementary information (RSI) and supplementary
information (SI) other than RSI prepared in conformity with the
new governmental financial reporting model required by Government Accounting Standards Board (GASB) Statement No. 34
and its related pronouncements.
The new Guide is to be effective for audits of a state or local government’s financial statements for the first fiscal period ending
after June 15, 2003, in which the government does apply or is required to apply the provisions of GASB Statements No. 34 or
No. 35, Basic Financial Statements-and Management’s Discussion
and Analysis-for Public Colleges and Universities. Earlier application will be encouraged if a government issues financial statements that apply GASB Statements No. 34 or No. 35 after the
Guide is issued. The AICPA’s 1994 Audit and Accounting Guide
Audits of State and Local Governmental Units (Non-GASB 34 Edition) (updated annually for conforming changes) will remain effective for audits of state and local governments for which the
auditor is not required to apply or has not elected to early apply
the provisions of the new Guide in accordance with its effective
date provisions.
The new Guide, like the previous guide, applies to all state and
local governmental entities. That scope requires an auditor to
consult two guides when performing audits of governmental entities in certain industries. Specifically, the new Guide applies to
public entity risk pools and hospitals and other health care
providers, even though the audits of those entities also are subject
to the guidance in the Audit and Accounting Guides Audits of
Property and Liability Insurance Companies and Health Care Orga97
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nizations, respectively. The new Guide explains how auditors of
those entities should use the auditing guidance in both of the
guides that apply to those entities. The new Guide also provides
an expanded section on auditing public colleges and universities.
Auditing Interpretations

In February 2002, the ASB issued two interpretations of SAS No.
70, Service Organizations:
• Interpretation No. 4, “Responsibilities of Service Organizations and Service Auditors With Respect to Forward-Looking Information in a Service Organization’s Description of
Controls,” of SAS No. 70, AU sec. 9324.35–.37
• Interpretation No. 5, “Statements About the Risk of
Projecting Evaluations of the Effectiveness of Controls to
Future Periods,” of SAS No. 70 (AICPA, Professional Standards, vol. 1, AU sec. 9324.38–.40)
In March 2002, the ASB issued Interpretation No. 14, “Reporting on Audits Conducted in Accordance With Auditing Standards Generally Accepted in the United States of America and in
Accordance With International Standards on Auditing,” of SAS
No. 58, AU sec. 508, “Reports on Audited Financial Statement”
(AICPA, Professional Standards, vol. 1, AU sec. 9508.56–.59),
which provides guidance to the auditor that AU sec. 508 does not
prohibit the auditor from indicating in the auditor’s report that
the audit was also conducted in accordance with another set of
auditing standards.
In April 2002, the ASB issued Interpretation No. 12, “The Effect on the Auditor’s Report of an Entity’s Adoption of a New
Accounting Standard That Does Not Require the Entity to Disclose the Effect of the Changes in the Year of Adoption,” of SAS
No. 1, AU sec. 420, “Consistency of Application of Generally
Accepted Accounting Principles” (AICPA, Professional Standards, vol. 1, AU sec. 9420.69–.72), which provides guidance
to the auditor in determining materiality for purposes of applying the consistency standard when an accounting standard does
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require the entity to disclose, and the entity has not disclosed or
determined, the effect of the change in accounting principle in
the year of adoption.
In November 2002, the ASB issued Interpretation No. 15, “Reporting as Successor Auditor When Prior-Period Audited Financial Statements Were Audited by a Predecessor Auditor Who Has
Ceased Operations” of SAS No. 58, AU sec. 508.
Related-Party Toolkit

The AICPA staff has developed an electronic document, Accounting and Auditing for Related Parties and Related Party Transactions:
A Toolkit for Accountants and Auditors, to provide accountants and
auditors of private-sector business enterprises with an overview of
selected authoritative accounting and auditing literature, SEC requirements, and nonauthoritative best practice guidance concerning related parties and related-party transactions. The
related-party toolkit is available on the AICPA Web site at www.
aicpa.org/public/download/news/relpty_toolkit.doc.
Practice Alert 02-1, Communications With the Securities and
Exchange Commission

The AICPA Securities and Exchange Commission Practice Section (SECPS) Executive Committee established a Professional Issues Task Force (PITF) which formulates guidance based on
issues arising in peer reviews, firm inspections, and litigation to
facilitate the resolution of emerging audit practice issues. This
guidance takes the form of Practice Alerts. The information contained in these Practice Alerts is nonauthoritative. It represents
the views of the members of the PITF and does not represent official positions of the AICPA.
Practice Alert No. 02-1, Comunications With the Securities and
Exchange Commission, provides registrants and their auditors with
the most up-to-date information about when, why, and how they
may wish to discuss SEC accounting, financial reporting and disclosure issues and questions with the staff at the SEC. In addi99

Aragen02.qxd 12/20/02 11:44 AM Page 100

tion, this Alert is intended to provide professionals with references to other resources that may be useful when working with
SEC registrants.
Practice Alert 02-2, Use of Specialists

Auditors may encounter difficulty in determining the appropriate
situations in which to utilize a specialist and, in those cases in
which a specialist is appropriately utilized, understanding the
findings of the specialist. The purpose of Practice Alert 02-2, Use
of Specialists, is to assist auditors in understanding their responsibilities both with respect to the use of specialists that have been
engaged or employed by the audit client and the use of specialists
engaged or employed by the audit firm.
Practice Alert 02-3, Reauditing Financial Statements

An auditor may be engaged to reaudit and report on financial
statements that have been previously audited and reported on by
another auditor (the predecessor auditor). The purpose of Practice Alert 02-3, Reauditing Financial Statements, is to provide
practitioners with additional factors to consider when performing
a reaudit engagement.
Practice Aid, Fraud Detection in a GAAS Audit—SAS No. 99
Implementation Guide

In connection with the issuance of SAS No. 99, the AICPA has
developed a practice aid to help practitioners implement the new
fraud guidance. The practice aid is entitled Fraud Detection in a
GAAS Audit—An Auditor’s Field Guide (product no. 006613)
and will be available in December 2002. The Practice Aid includes topics such as:
• How the new SAS changes audit practice
• Developing an implementation plan
• Audit issues in revenue recognition
100

Aragen02.qxd 12/20/02 11:44 AM Page 101

• Inquiries of entity personnel
• Practice aids such as:
– Specialized industry fraud risk factors
– Common frauds and extended audit procedures
Practice Aid, New Standards, New Services: Implementing the
Attestation Standards

Issued in January 2002, the Practice Aid, New Standards, New
Services: Implementing the Attestation Standards (product no.
006601), helps practitioners understand and implement the
major provisions of the attestation standards. Essential guidance
contained in the publication includes pre-engagement considerations, gathering evidential matter, the attestation risk model,
types and extent of procedures, and reporting considerations.
Practice Aid, Assessing the Effect on a Firm’s System of Quality
Control Due to a Significant Increase in New Clients and/or
Experienced Personnel

In a move to ensure that even greater attention is paid to audit
firm quality control systems, the SEC Practice Section of the
AICPA issued guidance entitled, Assessing the Effect on a Firm’s
System of Quality Control Due to a Significant Increase in New
Clients and/or Experienced Personnel, for U.S. audit firms. The
special guidance is directed toward audit firms taking on increased numbers of new publicly traded clients and/or professional staff. The practice aid is available on the AICPA’s website at
http://www.aicpa.org/download/secps/020508_practaid.pdf).
Booklet, Understanding Audits and the Auditor’s Report: A Guide
for Financial Statement Users

The AICPA has published a booklet (product no. 058516) titled,
Understanding Audits and the Auditor’s Report: A Guide for Financial Statement Users, that explains the meaning of the auditor’s report on financial statements and the assurance it provides. The
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booklet is particularly useful to existing and potential audit
clients, investors, creditors, and, students who need to understand audit reports.

New Accounting Pronouncements and Other Guidance
Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
For information on accounting standards issued subsequent to
the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in the
CPA Letter and Journal of Accountancy.
FASB Statement No. 145

FASB Statement No. 146
FASB Statement No. 147
FASB Interpretation
No. 45
SOP 01-5
SOP 01-6

Technical Practice Aids
Questions & Answers

Rescission of FASB Statements No. 4, 44, and 64,
Amendment of FASB Statement No. 13, and
Technical Corrections
Accounting for Costs Associated with Exit or Disposal
Activities
Acquisitions of Certain Financial Institutions
Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of
Indebtedness of Others
Amendment to Specific AICPA Pronouncements for
Changes Related to the NAIC Codification
Accounting by Certain Entities (Including Entities
With Trade Receivables) That Lend to or Finance the
Activities of Others
Software Revenue Recognition
FASB Statement No. 87, Employers’ Accounting for
Pensions

The following summaries are for informational purposes only
and should not be relied upon as a substitute for a complete reading of the applicable standard. For information on accounting
standards issued subsequent to the writing of this Alert, please
refer to the AICPA Web site at www.aicpa.org, and the FASB
Web site at www.fasb.org.
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FASB Statement No. 145, Rescission of FASB Statements
No. 4, 44, and 64, Amendment of FASB Statement No. 13,
and Technical Corrections

The FASB issued its Statement No. 145 in April 2002 which rescinds FASB Statement No. 4, Reporting Gains and Losses from
Extinguishment of Debt, and an amendment of that Statement,
FASB Statement No. 64, Extinguishments of Debt Made to Satisfy
Sinking-Fund Requirements, thereby eliminating the requirement
that gains and losses from debt extinguishments be classified as
extraordinary items. Instead, those entities should use the provisions of APB Opinion No. 30, Reporting the Results of OperationsReporting the Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and
Transactions, as amended and interpreted, to report debt extinguishments in fiscal years beginning after May 15, 2002, with
earlier application encouraged. Other effective dates apply to the
other provisions of FASB Statement No. 145. This Statement
also rescinds FASB Statement No. 44, Accounting for Intangible
Assets of Motor Carriers. This Statement amends FASB Statement
No. 13, as well, to eliminate an inconsistency between the required accounting for sale-leaseback transactions and the required accounting for certain lease modifications that have
economic effects that are similar to sale-leaseback transactions.
This Statement also amends other existing authoritative pronouncements to make various technical corrections, clarify
meanings, or describe their applicability under changed conditions. Refer to the Statement for effective date information.
FASB Statement No. 146, Accounting for Costs Associated with
Exit or Disposal Activities

This Statement addresses financial accounting and reporting for
costs associated with exit or disposal activities and nullifies EITF
Issue No. 94-3, “Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (including
Certain Costs Incurred in a Restructuring).”
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This Statement requires that a liability for a cost associated with
an exit or disposal activity be recognized when the liability is incurred. The board concluded in this Statement that an entity’s
commitment to a plan, by itself, does not create a present obligation to others that meets the definition of a liability. Therefore,
this Statement eliminates the definition and requirements for
recognition of exit costs in EITF Issue No. 94-3. This Statement
also establishes that fair value is the objective for initial measurement of the liability. Refer to the Statement for effective date and
transition information.
FASB Statement No. 147, Acquisitions of Certain Financial Institutions

FASB Statement No. 147, Acquisitions of Certain Financial Institutions, addresses guidance on accounting for the acquisition of a
financial institution and applies to all acquisitions except those between two or more mutual enterprises (the combination of which is
currently being discussed as a separate board topic this year.) See the
AICPA Audit Risk Alert, Banks, Credit Unions, and Other Lenders
and Depository Institutions—2002/03, for further information.
FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others

This Interpretation elaborates on the existing disclosure requirements for most guarantees, including loan guarantees such as
standby letters of credit. It also clarifies that at the time a company issues a guarantee, the company must recognize an initial liability for the fair value, or market value, of the obligations it
assumes under that guarantee and must disclose that information
in its interim and annual financial statements. Before this Interpretation was issued, many entities did not recognize a liability
for a guarantee until honoring the guarantee became likely.
This guidance does not apply to certain guarantee contracts, such
as those issued by insurance companies or for a lessee’s residual
value guarantee embedded in a capital lease. The provisions related to recognizing a liability at inception of the guarantee for
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the fair value of the guarantor’s obligations would not apply to
product warranties or to guarantees accounted for as derivatives.
The initial recognition and initial measurement provisions apply
on a prospective basis to guarantees issued or modified after December 31, 2002, regardless of the guarantor’s fiscal year-end.
The disclosure requirements in the Interpretation are effective for
financial statements of interim or annual periods ending after
December 15, 2002.
SOP 01-5, Amendment to Specific AICPA Pronouncements for
Changes Related to the NAIC Codification

This AICPA Statement of Position (SOP) amends AICPA SOP
94-5, Disclosures of Certain Matters in the Financial Statements of
Insurance Enterprises, as a result of the completion of the National
Association of Insurance Commissioners (NAIC) Codification of
statutory accounting practices for certain insurance enterprises.
This SOP also includes auditing guidance that has been updated
as a result of the completion of the NAIC Codification, namely,
AICPA SOP 95-5, Auditor’s Reporting on Statutory Financial
Statements of Insurance Enterprises; SOP 94-1, Inquiries of State
Insurance Regulators; and AICPA Auditing Interpretation No. 12,
“Evaluation of the Appropriateness of Information Disclosures in
Insurance Enterprises’ Financial Statements Prepared on a Statutory Basis,” of SAS No. 62, Special Reports (AICPA, Professional
Standards, vol. 1, AU sec. 9623.60–.77).
This SOP is effective for annual financial statements for fiscal
years ending on or after December 31, 2001, and complete sets
of interim financial statements for periods beginning on or after
that date and audits of those financial statements.
SOP 01-6, Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities of Others

This SOP applies to any entity that lends to or finances the activities of others. For example, that arrangement may be a secured
mortgage loan, an unsecured commercial loan or a financing
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arrangement that only involves extending credit to trade customers resulting in trade receivables. Those financing activities of
all entities are included in the scope of this SOP. The SOP provides specific guidance for other types of transactions, such as securities purchases, for certain financial institutions listed in the
scope paragraphs of the SOP. To the extent an entity is not considered such a financial institution, as described in those paragraphs, the other guidance provided is not applicable. In other
words, only the guidance in this SOP related to the financial and
lending activities is applicable for entities not considered to be financial institutions.
SOP 01-6 reconciles and conforms, as appropriate, the accounting and financial reporting provisions established by the AICPA
Audit and Accounting Guides Banks and Savings Institutions,
Audits of Credit Unions, and Audits of Finance Companies. The
SOP also explicitly incorporates mortgage companies, corporate
credit unions, and certain activities of insurance companies in its
scope. This SOP will be incorporated in a new AICPA Audit and
Accounting Guide, which will supersede the three aforementioned Guides. The new Guide is expected to be issued during
the first quarter of 2003. See the SOP for effective date and transition information.
Software Revenue Recognition Technical Practice Aids Issued

The AICPA staff, helped by industry experts, released a fifth set
of technical questions and answers (Q&As) on financial accounting and reporting issues related to SOP 97-2, Software Revenue
Recognition. Q&As will be housed in the AICPA publication titled Technical Practice Aids, copies of which are available through
the AICPA order department at (888) 777-7077 or online at
CPA2BIZ.com.
New FASB Statement No. 87 Q&A—Impact of the Sunset Provision
of the Economic Growth and Tax Relief Reconciliation Act

FASB staff members issued implementation guidance (www.fasb.
org/q&a87.pdf ) on FASB Statement No. 87, Employers’ Accounting
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for Pensions. The advisory addresses the anticipated impact of the
expiration of the Economic Growth and Tax Relief Reconciliation
Act after 2010 on the temporary exceptions the legislation permitted to IRC section 415(b) limits on the amount of payments a
qualified defined benefit plan could make to its participants.

On the Horizon
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. Presented below is brief information about some ongoing
projects that may be relevant to your engagements. Remember
that exposure drafts are nonauthoritative and cannot be used as a
basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding exposure drafts, including downloading a copy of the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline. Many
more accounting and auditing projects exist beyond those discussed below. Readers should refer to information provided by
the various standard-setting bodies for further information.
Standard-Setting Body
AICPA Auditing
Standards Board (ASB)
AICPA Accounting
Standards Executive
Committee (AcSEC)
Financial Accounting
Standards Board (FASB)
Professional Ethics
Executive Committee
(PEEC)

Web Site
www.aicpa.org/members/div/auditstd/drafts.htm
http:/www.aicpa.org/members/div/acctstd/edo/
index.htm
www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html
www.aicpa.org/members/div/ethics/index.htm

The AICPA’s standard-setting committees publish exposure
drafts of proposed professional standards exclusively on the
AICPA Web site. The AICPA will notify interested parties by
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e-mail about new exposure drafts. To be added to the notification list for all AICPA exposure drafts, send your e-mail address
to memsat@aicpa.org. Indicate “exposure draft e-mail list” in the
subject header field to help process your submission more efficiently. Include your full name, mailing address and, if known,
your membership and subscriber number in the message.

Auditing Pipeline

Exposure Draft on Auditing Fair Value Measurements
and Disclosures
The AICPA’s ASB has issued an exposure draft of a proposed SAS
entitled Auditing Fair Value Measurements and Disclosures. The
proposed SAS addresses auditing considerations relating to the
measurement, presentation, and disclosure of assets, liabilities,
and specific components of equity presented or disclosed at fair
value in financial statements. The ASB will discuss a revised draft
of the proposed SAS at its December 2002 meeting. If approved
at that meeting, the SAS will be issued by February 2002.
New Framework for the Audit Process
The ASB has voted to expose a suite of seven proposed SASs relating to the auditor’s risk assessment process. The ASB believes
that the requirements and guidance provided in the proposed
SASs, if adopted, would result in a substantial change in audit
practice and in more effective audits. The primary objective of
the proposed SASs is to enhance the auditor’s application of the
audit risk model in practice by requiring:
• A more in-depth understanding of the entity and its environment, including its internal control, that would better
enable the auditor to identify the risks of material misstatement in the financial statements and any steps the entity is
taking to mitigate them
• A more rigorous assessment of the risks of material misstatement of the financial statements based on that understanding
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• A better linkage between the assessed risks of material misstatement and the nature, timing, and extent of audit procedures performed in response to those risks
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence, which will supersede SAS No. 31, Evidential
Matter (AICPA, Professional Standards, vol. 1, AU sec. 326)
• Audit Risk and Materiality in Conducting an Audit, which
will supersede SAS No. 47
• Planning and Supervision, which will supersede “Appointment
of the Independent Auditor” (AICPA, Professional Standards,
vol. 1, AU sec. 310), and SAS No. 22, Planning and Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311)
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement (Assessing Risks)
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained, which will supersede SAS No. 45, and, together with the proposed SAS
Assessing Risks will supersede SAS No. 55, Consideration of
Internal Control in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 319)
• Amendment to SAS No. 39, Audit Sampling
You should keep abreast of the status of these projects and exposure drafts, inasmuch as they will substantially affect the audit
process. More information can be obtained on the AICPA’s Web
site at www.aicpa.org.
Accounting Pipeline

Consolidation of Certain Special-Purpose Entities
The FASB has issued an exposure draft of a proposed Interpretation of ARB No. 51, Consolidation of Certain Special-Purpose
Entities. This proposed Interpretation would address consolidation
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by business enterprises of SPEs to which the usual condition of
consolidation described in ARB No. 51, Consolidated Financial
Statements, does not apply because the SPEs have no voting interest or otherwise are not subject to control through ownership of
voting interests. A final Statement is expected to be issued during
the fourth quarter of 2002.
Amendment of Statement 133 on Derivative Instruments and
Hedging Activities
The FASB has issued an exposure draft of a proposed Statement,
Amendment of Statement 133 on Derivative Instruments and Hedging Activities. This proposed Statement would amend the definition of a derivative in paragraph 6(b) of FASB Statement No.
133, Accounting for Derivative Instruments and Hedging Activities.
This proposed Statement also would amend Statement 133 for
various decisions made as part of the Derivatives Implementation
Group process. A final Statement is expected to be issued during
the fourth quarter of 2002.
Exposure Draft on Liabilities and Equity
The FASB has issued an exposure draft of a proposed Statement,
Accounting for Financial Instruments with Characteristics of Liabilities, Equity, or Both. This proposed Statement would establish
standards for issuers’ classification in the statement of financial
position of financial instruments with characteristics of liabilities,
equity, or both. The FASB also issued an exposure draft of a proposed amendment to FASB Concepts Statement No. 6 entitled
Proposed Amendment to FASB Concepts Statement No. 6 to Revise
the Definition of Liabilities. This proposed amendment would revise the definition of liabilities to also include as liabilities certain
obligations that require or permit settlement by issuance of the issuer’s equity shares and that do not establish an ownership relationship. Final Statements are expected to be issued during the
fourth quarter of 2002.
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Exposure Draft on Loans and Certain Debt Securities Acquired in
a Transfer (formerly known as Purchased Loans and Securities)
AcSEC has issued an exposure draft of a proposed SOP titled Accounting for Loans and Certain Debt Securities Acquired in a Transfer. This proposed SOP considers whether Practice Bulletin (PB)
No. 6, Amortization of Discounts on Certain Acquired Loans, continues to be relevant given a number of FASB pronouncements
issued subsequent to PB No. 6. The proposed SOP excludes originated loans from its scope. Readers should be alert to any final
pronouncement.
Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment
Proposed AICPA SOP, Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment, and proposed FASB
Statement, Accounting in Interim and Annual Financial Statements
for Certain Costs and Activities Related to Property, Plant, and
Equipment—an amendment of APB Opinions No. 20 and 28 and
FASB Statements No. 51 and 67 and a rescission of FASB Statement
No. 73, were issued simultaneously for public comment. Principally, the proposed FASB Statement would amend FASB Statement No. 67, Accounting for Costs and Initial Rental Operations of
Real Estate Projects, to exclude from its scope the accounting for
acquisition, development, and construction costs of real estate
developed and used by an entity for subsequent rental activities.
The accounting for those costs would be subject to the guidance
in the proposed SOP. It also would amend APB Opinion No. 28,
Interim Financial Reporting, to require that those costs that the
proposed SOP would require be expensed as incurred on an annual basis also be expensed as incurred in interim periods.
The proposed SOP addresses accounting and disclosure issues related to determining which costs related to property, plant, and
equipment should be capitalized as improvements and which
should be charged to expense. The proposed SOP also addresses
capitalization of indirect and overhead costs and component accounting for property, plant, and equipment. Final Statements
are expected to be issued during the first half of 2003.
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Resource Central
Educational courses, Web sites, publications, and other resources
available to CPAs

On the Bookshelf

The following publications deliver valuable guidance and practical assistance as potent tools to be used on your engagements.
• Audit Guide Auditing Derivative Instruments, Hedging Activities and Investments in Securities (product no. 012520kk)
• Audit Guide Auditing Revenue in Certain Industries (product no. 012510kk)
• Audit Guide Audit Sampling (product no. 012530kk)
• Audit Guide Analytical Procedures (product no. 012551kk)
• Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk)
• Accounting Trends & Techniques—2002
• Practice Aid Preparing and Reporting on Cash- and TaxBasis Financial Statements (product no. 006701kk)
• Practice Aid Fraud Detection in a GAAS Audit (product no.
006613kk)
• Audit Risk Alert E-Business Industry Developments—
2002/03 (product no. 022323kk)
Audit and Accounting Manual
The Audit and Accounting Manual (product no. 005131kk) is a
valuable nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs; auditor’s reports; checklists; engagement letters,
and management representation letters, and confirmation letters.
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AICPA’s reSOURCE Online Accounting and Auditing
Literature
Get access—anytime, anywhere—to the AICPA’s latest Professional
Standards, Technical Practice Aids, Audit & Accounting Guides (all
23), Audit Risk Alerts (all 19), and Accounting Trends & Techniques.
To subscribe to this essential service, go to cpa2biz.com.
reSOURCE CD-ROM
The AICPA is currently offering a CD-ROM product entitled
reSOURCE: AICPA’s Accounting and Auditing Literature. This
CD-ROM enables subscription access to AICPA Professional Literature products in a Windows format, namely, Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual publications). This dynamic product allows you to purchase the specific titles you need
and includes hypertext links to references within and between all
products.
Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An annual fee ($95 for members and $295 for nonmembers) will offer
unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments. Register today at infobytes.aicpaservices.org.
Member Satisfaction Center

To order AICPA products, receive information about AICPA activities, and find help on your membership questions call the
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services. Call (888) 777-7077.
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Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Web Sites

AICPA Online and CPA2BIZ
AICPA Online offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA Online
informs you of developments in the accounting and auditing
world as well as developments in congressional and political affairs affecting CPAs. In addition, CPA2BIZ.com offers all the latest AICPA products, including the Audit Risk Alerts, Audit and
Accounting Guides, the professional standards, and CPE courses.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services offered by a number of organizations. Some of those organizations
are listed in the table at the end of the Alert.
This Audit Risk Alert replaces the AICPA Audit Risk Alert—
2001/02. The general Audit Risk Alert is published annually. As you
encounter audit or industry issues that you believe warrant discussion in next year’s Alert, please feel free to share those with us. Any
other comments that you have about the Alert would also be appreciated. You may e-mail these comments to rdurak@aicpa.org, or
write to:
Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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